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FRANK P. SMITH* 


HE enactment of the Securities Exchange Act of 1934 in- 

troduced a new era in many phases of stock-exchange 

operations. One of the outstanding changes resulting from 
this legislation was in the field of “insider-trading’’—the trading 
in stocks of their own companies by officers, directors, and large 
stockholders. Today insiders are required to report shares held of 
all classes of equity securities of their corporations.” Additional 
reports must be filed whenever holdings change. If profits are 
made from buying and then selling equity securities within six 
months, or selling and repurchasing within six months, the issuer 
is entitled to recover such profits. An additional rule prohibits 
insiders from selling equity securities of their corporations short, 
short against the “box,” or on credit.‘ 


* Assistant professor of economics, University of Rochester. 

2 These rules include all officers, directors, and large stockholders of companies 
which have any class of equity security listed and registered on any national securi- 
ties exchange (sec. 16[a]). By large stockholder is meant any stockholder who owns, 
directly or indirectly, more than ro per cent of any class of registered equity security. 
The term ‘‘equity security’’ applies chiefly to stocks, although certain types of bonds 
may be so classified. For definition see sec. 3(a)(11). 

3 Sec. 16(d). 4 Sec. 16(c). 
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The restrictions placed on trading by insiders were adopted to 
prevent insiders from profiting from information available to 
them and not available to the public. That insiders can still trade 
is evidenced by the large tradings reported each month to the 
Securities and Exchange Commission. Insider-trading today is on 
a more nearly equal footing with public trading. There may still 
be occasional situations which permit insiders to realize trading 
profit from secret information during intermediate price swings, 
but considering the nature of most of the confidential information 
at their disposal it is unlikely that they enjoy frequent advantages 
over outsiders. If insiders trade profitably today, the fact must be 
largely attributed to their forecasting skill rather than to the 
utilization of secret information. In the years prior to 1934 in- 
siders may have traded profitably in stocks of their own corpora- 
tions, but our only information is isolated data for pools and 
manipulations.’ 

The purpose of this study is to present comprehensive trading 
data for a four-year period, and on the basis of these data to 
attempt tentative answers to two questions: (1) In the light of 
later developments did insiders buy and sell at the most profitable 
points in the market? (2) Did insiders achieve better-than-aver- 
age trading results? In order to attempt answers to these ques- 
tions, an assumption must be made regarding the purpose of in- 
sider-trading. There are many factors other than the desire for 
profits which might influence the decision of insiders to buy or to 
sell shares of their own corporations. Such factors as corporate 
control, persone! financial need, diversification of holdings, obey- 
ing of legal decisions, and publicity represent but a partial list. 
The desire for profits is probably involved in most if not all of 
insider-transactions even though some one or more other factors 
might be important in particular cases. Since the tradings which 
were effected in the hope of profits cannot be identified, the as- 
sumption is made that all tradings by insiders in stocks of their 


5 See Senate Rep. No. 1455 (73d Cong., 2d sess.), pp. 55-68, for a summary of the 
information presented before congressional committees investigating pools in 
the stock of American Commercial Alcohol, Chase Bank, Sinclair Consolidated Oil, 
and General Asphalt. 
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own corporations were effected in the hope of realizing profits or 
checking losses. 


DATA AVAILABLE FOR STUDY 


The available information is of two types: estimates of in- 
siders’ holdings and reports by insiders which summarize changes 
in holdings. The shares held by insiders represent a substantial 
percentage of the total shares outstanding for registered corpora- 
tions. As of December 31, 1935, insiders reported direct and in- 
direct ownership of approximately 458 million shares. The Se- 
curities and Exchange Commission estimated that these holdings 
(excluding duplications) represented approximately 21 per cent 
of the total shares outstanding for 1,750 companies.° During the 
four-year period, March, 1935—-February, 1939, insiders sold ap- 
proximately 107 million and purchased 68 million shares.’ 

The totals for sales and purchases are based on the classifica- 
tions used in the Securities and Exchange Commission’s monthly 
reports which include all acquisitions and transfers of shares. All 
changes in holdings resulting from the disposal of shares by cor- 
porations to their own stockholders, from gifts, stock dividends, 
bequests, compensation in stock, exchanges, redemptions, trans- 
fers, and distributions have been excluded from these totals. The 
remaining changes in holdings summarize a wide range of transac- 
tions some of which did not result from sales, and others which 
could not have been effected through stock exchanges. Included 
in the latter are large stock transactions between corporations. 
Among the changes which did not result from sales are a few 
items such as the disposal or receipt of shares in settlement of 
debts and through defaulted contracts. All transactions in rights 
have been included. The totals used are much smaller than the 

6 Securities and Exchange Commission, Second Annual Report (Washington, 
1936), p. 29. Reports are included for 2,500 issues. The totals for issues available 
for trading on registered exchanges were larger than this figure, totaling 3,859 as of 
July 16, 1935, and 3,580 as of December 31, 1936. See Frank P. Smith, “‘Statistics 
of Security Issues on Exchanges,” Review of Economic Statistics, February, 1938, 
Tables I and II, p. 30. 

7 For the period March, 1935—June, 1938, insider-sales were approximately equal 


to 3 per cent and insider-purchases equal to 2 per cent of total transactions on regis- 
tered stock exchanges. 
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changes in holdings resulting from transactions of all types and 
are somewhat larger than the totals of shares actually purchased 
and sold. However, the greater part of these transactions was at 
least measured by, if not actually recorded on, the market.* 


TOTAL INSIDER-TRADING AND PROFITS 


For the period March, 1935—February, 1939, total insider 
transactions studied amounted to 106,824,500 shares sold and 
67,813,500 shares purchased. Net sales totaled 39,011,000 shares. 
In order to test the profitability of insider-trading, these totals 
must be compared with some index of stock prices, and there is no 
single index that provides an entirely accurate representation of 
the price movements of these shares. Large numbers of issues 
and types of issues including common stock, preferred stock, and 
warrants are involved.’ Most of the trading occurs in common 
stocks, and the index selected as the best measure of price move- 
ments in these securities is the monthly average of the Standard 
Statistics index of 420 common stocks. The monthly figures of 
net sales and purchases and the monthly averages of the Standard 


8 The procedure outlined results in larger totals than the Securities and Ex- 
change Commission reports for ‘“‘ordinary transactions.’”’ For the period January 1, 
1936—June 30, 1938, the Commission reports 49 million shares sold and 34 million 
shares purchased (Statistical Series Release, No. 291). Totals for the same period 
under the procedure followed in the present study are 66 million shares sold and 
43 million shares purchased. The language of the Commission’s release indicates 
that their estimates are based on reports received during this period. However, 
many of the transactions are reported late, and for our purpose the transactions are 
restated in the months of occurrence rather than in the months for which the re- 
ports were made. Differences may also arise through the handling of amended re- 
ports and reports held for correction which have been included for our purpose as of 
the months indicated in the Commission’s published monthly reports. Actually, 
these may represent duplications of earlier reports, but the published data do not 
permit corrections. However, the major part of this difference is probably attribu- 
table to duplications arising from reports by both direct and indirect holders of 
identical securities. The differences between the totals reported by the Commission 
and those reported in the present study are approximately equal to the total indirect 
transactions reported in this period. No attempt has been made to correct for such 
reports because of the difficulty of identifying the duplicated transactions. 


9 A further difficulty arises in that many of the transactions reported by insiders 
were effected in stocks of low-unit value. See Securities and Exchange Commission, 
Statistical Series Release, No. 291. 
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Statistics Index are shown in Table 1 and are reproduced in 
graphic form in Chart I. 

Throughout most of the four-year period the peaks of pur- 
chases and sales coincided.’® A large part of the purchases and 
sales volume was placed on the rising market which ended in the 
early part of 1937. Much of this volume was placed early in the 


TABLE 1 


NET INSIDER-TRADING, BY MONTHS,* AND MONTHLY AVERAGES OF 
THE STANDARD STATISTICS INDEX OF 420 COMMON STOCKS 
MARCH, 1935—FEBRUARY, 1939 















































1935 1936 1937 1938 1939 
TRADING 
MonTHS 
S.S. Net S.S. Net S.S. Net S.S. Net S.S. Net 

| Se. Pe 102 | —1.3| 126 | —1.5} 82 | +0.2| 92] +0.3 
ree Pee Sey 106 | —1.5| 130 | —1.6| 81 | +0.1) 90] —o.2 
March...... 64 | —0.4] 109 | —0.4) 1390 | — 2.5] 7B j.....-foccccfecsces 
April. . 68 | —0.4] 109 | —0.6] 125 | —1.8] 71 | —o.5].....]...... 
ae 73 | —0.7| 101 | —1.5] 116 | —3.7] 74 | —o.2|.....]...... 
Ms scares 76 | +0.3| 106 | —3.0] 114 | +0.1] 73 | +0.3].....]...... 
. ae 79 | —1.2| 109 | —2.2] 118 | +0.3) 88 | —r1.o}.....]...... 
_ eee 83 | —o.9] 113 | —1.7| 121 | —0.6] 90] —o.4].....]...... 
Sept.. 85 | —1.4] 114 | —0.2] 106 | +0.3) 86]......].....]...... 
. 86 | —2.0] 119 | +0.9} 91 | —0.4) 91 | —O.O].....]...... 
a 04 | —2.3] 124 | —1.0} 83] —0.4] 95 | —2.0].....]...... 
ia <necae 96 | —o.6] 123 | +0.2) 81 | +0.6] 92] —1.5].....]...... 

* Net purchases are indicated (+), net sales (—). The net transactions are shown in units of mil- 


lions of shares. 


market long before the peak. Sales volume continued high on the 
falling market after March, 1937, but purchases volume declined 
after December, 1936. Purchases in large amounts were resumed 
in December, 1937, at low prices. 

The data in Chart I show net sales and purchases compared 
with the monthly index of prices. With the exception of three 
months, selling exceeded purchases through the rising market and 
in the early stages of the decline through May, 1937. Net pur- 
chases were made in eight of the next thirteen months, then 
selling again predominated in the rising market after June, 1938. 


10 The peaks of activity for insider-sales and purchases did not coincide with the 
peaks of total stock-market activity. 
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CHART I 
Net TRADING BY INSIDERS, MARCH, 1935—FEBRUARY, 1939 
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The data for net purchases and sales and the monthly averages 
of the price index have been combined to construct averages for 
the four-year period and for two shorter periods, December, 
1935—February, 1939, and May, 1935—April, 1938. The shorter 
periods offer more accurate tests than the four-year period since 
the price indices for the shorter periods stand at approximately 
the same levels at the beginning and ending months of each pe- 
riod. Net sales or purchases for each month were multiplied by 
the appropriate monthly index, and the sum of the net purchases 
values was subtracted from the sum of the net sales values. The 
aggregate remaining represents the total value derived from net 











TABLE 2 
Estimated 

Net Sales Weighted Average of 

Periods Months (Millions Average Monthly 

of Shares) per Share Indices 

Sold 

Dec., 1935—Feb., 1939...... 39 29.9 110.08 101.41 
May, 1935—April, 1938..... 36 32.6 107.04 101.67 
March, 1935—Feb., 1939... . 48 39.0 104.08 97.15 

















selling, and this aggregate is divided by net shares sold. The result 
of this computation is the estimated weighted average price per 
share at which the net sales were effected and is compared with 
the average of the monthly indices. The averages for the three 
periods are given in Table 2. The differences between the aver- 
ages for the three periods are due in large part to the cyclical 
movements within the periods. The thirty-nine month period in- 
cludes the rising market from January, 1936, through March, 
1937, the long decline to April, 1938, and the recovery to Novem- 
ber, 1938. The second period of thirty-six months includes one 
long rise and decline, the decline broken only by the small peak in 
August, 1937. The four-year period includes one complete swing 
from the low in March, 1935, to the low of April, 1938, and the 
following recovery. For the thirty-nine months it is estimated 
that insiders did 8 per cent better than the average of the monthly 
indices, for the thirty-six months, 5 per cent better, and for the 
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forty-eight months, 7 per cent better. This showing is not spec- 
tacular and must be qualified to account for the inexactness of the 
trading data and for the use of a price index which is not entirely 
representative of the shares traded. The summary of trading 
published by the Securities and Exchange Commission for a 
thirty-month period indicates that the data used above may be 
biased in the direction of sales." Since approximately 60 per cent 
of the net selling was effected in the rising market which ended 
with February, 1937, any correction for duplicated trading data 
would tend to discount the favorable showing made by insiders. 
Sample tests indicate that if volume comparable to that reported 
by the Securities and Exchange Commission is used, insiders did 
no better than the average of monthly prices. A fair conclusion is 
that at best insiders secured estimated weighted average sale 
prices from 5 to 8 per cent better than the averages of the monthly 
indices and at the worst secured estimated sales prices approxi- 
mately equal to the averages for the months. 


INSIDER-TRADING AND THE DOW-JONES AVERAGE 


The data shown above in Chart I afford a comprehensive view 
of insider-trading, but the very inclusiveness of the data reduces 
the representativeness of a single stock-price index. In order to 
test the timing of insider-trading in a more homogeneous list of 
stocks, data are included for net purchases and sales by insiders 
in the thirty stocks included in the Dow-Jones industrial average. 
These data are shown in Table 3 and are reproduced in graphic 
form in Chart II. 

The data in Chart II indicate that selling predominated 
throughout most of the period. Total purchases amounted to 
971,000 shares, and net purchases were recorded in only eleven 
months. Net purchases of 20,000 shares or more were recorded 
in only four months. Total shares sold amounted to 1,615,000 
shares. Net selling was recorded in thirty-seven months with net 
sales of 20,000 shares or more recorded in sixteen months. Net 
selling was heavy and continuous through most of the period end- 
ing with the price peak in February, 1937. Selling continued on 


™ See n. 8. 
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the falling market, and the largest monthly net selling was re- 
ported in December, 1937, at low prices. Large net selling was re- 
ported for April, 1938, and continued in the rising market after 
May, 1938. Estimated weighted averages per share for net sales 
and averages of monthly indices have been constructed to test the 
correctness of the timing of insider purchases and sales. The aver- 


TABLE 3 


NET TRADING BY INSIDERS IN THIRTY COMMON STOCKS,* AND MONTH- 
END AVERAGES OF THE DOW-JONES INDUSTRIAL AVERAGE OF 
THIRTY COMMON STOCKS, MARCH, 1935—FEBRUARY, 1939 





















































1935 1936 1937 1938 1939 
TRADING 
MonTHS 
Dew- Net Dew- Net Dew. Net Dew. Net aon. Net 
Jones Jones Jones Jones Jones 
Sep rere Meee ..+-| 147 | — 3] 186 | + 50] 120 | +17] 139 | + 7 
| IR! ae Be 152 | —32| 187 | + 7| 131 | —14] 147 | —12 
eee 101 | +39] 156 | +11] 185 | — 31] 107 | +24].....]..... 
(Re 110 | +10} 152 | —27] 177 | — 29] 111 | —4o0}.....]..... 
NG Nace ekarecincens 116 | —18} 153 | —31| 175 | — 14] 109 | — 2].....]..... 
TES xine eis we Korie 118 | —15] 158 | +11] 168 | — 25] 132 | —32].....]..... 
| re 125 | —17| 166 | — 5] 186 | — 8 141 | —29].....]..... 
SER Sh eclaiddion er, 128 | —66] 167 | —14|/ 176 | — 3] 142 |] —1o}.....]..... 
Sept... ..+«] 132 | —16} 168 | —11] 147 | — 18] 133 | — 1].....]..... 
EE ere 141 | —24] 177 | — 7| 138 | — ro] 15r | —45].....]-...- 
Ee 142 | —33] 183 | —69] 124 | + 10] 148 | —23].....]..... 
Wy wx eicntceie ees 142 | — §| 179 | +20] 127 | —100] 155 | — 4].....]....- 





Pam. | ype are indicated (+), net sales (—). The net transactions are shown in units of 
ages for two periods are given in Table 4. In the first period in- 
siders failed by 2 per cent of securing an estimated average sale 
price per share equal to the thirty-eight-month average. For the 
entire period insiders secured an estimated price per share slightly 
above the average for forty-eight months. 


INSIDER-TRADING AND THE ‘‘ANNALIST’’ INDEX 


Averages based on trading in the stocks included in the An- 
nalist index of eight market leaders have been computed and are 
included for comparative purposes. The averages for two periods 
are as shown in Table 5. The estimated weighted averages indi- 
cate that insider-trading in these eight stocks failed by approxi- 
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CHART II 
NET TRADING BY INSIDERS IN THTRTY CoMMON STOCKS, MARCH, 1935—FEBRUARY, 1939 
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mately 3 per cent of securing average results in thirty-nine months 
and secured almost average results for the forty-eight months. 
These results are similar to those reported for trading in stocks 
included in the Dow-Jones average. 

The results of tests applied to trading by insiders in the stocks 
included in the Dow-Jones and Amnalist averages must be quali- 



































TABLE 4 
Estimated 
Net Sales Weighted Average of 
Periods Months (Thousands Average Monthly 
of Shares) per Share Indices 
Sold 
Jan., 1936—Feb., 1939...... 38 495 150.04 152.64 
March, 1935—Feb., 1939.... 48 644 147.80 146.98 
TABLE 5 
Estimated 
Net Sales Weighted Average of 
Periods Months (Thousands Average Monthly 
of Shares) per Share Indices 
Sold 
Dec., 1935—Feb., 1939...... 39 259 112.46 115.42 
March, 1935—Feb., 1939... . 48 272 109.70 110.36 

















fied to a slight extent to account for the fact that only a very 
small volume of transactions was reported for some of the stocks 
included in the indices. This qualification does not weaken to an 
appreciable extent the conclusion that insiders failed to secure 
better-than-average results by trading in these securities. 


INSIDER-TRADING IN THREE INDUSTRIAL STOCKS 


Data are included for trading in three industrial common stocks 
—Chrysler, General Motors, and Sears, Roebuck—for the period 
March, 1935—December, 1938.% Only those transactions which 
might have been effected through stock exchanges are included in 

12 These stocks were selected from the data studied in relation to the Dow-Jones 


industrial average. The selection was on the basis of volume and distribution of 
insider-trading. 
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order to correlate transactions with stock-market prices.'? Month- 
ly net purchases and sales of each stock are multiplied by the 
average of the monthly highs and lows for each issue. Sales ex- 
ceeded purchases in the three cases and the aggregates represent- 
ing the proceeds of net sales are divided by net shares sold. The 
resulting estimated weighted averages per share are compared 
with the averages of the monthly prices used for each issue. 


INSIDER-TRADING IN CHRYSLER COMMON 
Insiders sold 72,500 shares more than they purchased in this 
period. Net purchases of 500 shares or more were recorded in five 
months and net sales in nineteen months. Small net sales were 
recorded in March, July, October, December, 1935, and January, 


TABLE 6 








4 Estimated 
Weighted Average of 
Periods Months Average Monthly 
per Share Indices 
Sold 





Oct., 1935—Oct., 1938 37 79.51 gI.00 
April, 1935—May, 1938...... 38 83.23 87.84 
March, 1935—Dec., 1938 46 77.50 84.33 














March, 1936, well in advance of the long rise in 1936-37. Small 
net sales were made at or near the peak in November and Decem- 
ber, 1936, and March, 1937. Sales continued in a falling market 
September, 1937—January, 1938. Relatively large sales were 
made in a rising market July-November, 1938. The estimated 
average prices at which net sales were made, compared with the 
averages of monthly prices, are as shown in Table 6. On the basis 
of these tests, insiders failed to secure average results in any of 
the three periods. The comparison is, in one sense, more favorable 
to insiders if the average of the twenty-four trading months 
($80.29) is used in comparison with the estimated weighted aver- 
age per share of $77.50. However, this comparison is unfavorable 
in that insiders failed to choose trading months high enough in the 


13 This procedure eliminates a large volume of transactions effected through 
holding companies and securities companies. 
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price cycle to equal the average for the whole period. In general, 
the months selected by insiders for net selling were low in the 
price cycle and, in addition, the net sales volume was so timed 
that the average price per share of net sales was below the average 
for trading months and the average for the forty-six months. 


INSIDER-TRADING IN GENERAL MOTORS COMMON 
Insiders recorded net purchases of 500 shares or more in eight 
months and net sales in thirty-one months of this period. Shares 
sold exceeded purchases by 233,000 shares. Small net purchases 
were effected in March and April, followed by small net sales in 











TABLE 7 
Estimated 
Weighted Average of 
Periods Months Average Monthly 
per Share Indices 
Sold 
Oct., 1935—Dec., 1938....... 39 46.64 52.92 
March, 1935—May, 1938.... 39 46.43 50.33 
March, 1935—Dec., 1938..... 46 46.18 50.20 














May and June and large sales in August, 1935, all at low levels in 
a rising market. Small net sales were recorded in September fol- 
lowed by three months of net purchases in a rising market. Net 
sales were reported in March—May, 1936, at relatively high levels. 
Net purchases were made in June, followed by net selling July— 
September, 193€. Small net purchases were recorded at the peak 
of the market in November, 1936, with large sales following in 
January, 1937, at high prices. Net selling was resumed in April 
and carried through October, 1937, on a falling market. Large net 
purchases were recorded in November and large sales in Decem- 
ber, 1937, near the low for this swing. Net selling continued 
through 1938, with the largest monthly net sale for the year made 
near the extreme low. The trend of prices was generally upward 
through the last seven months of 1938. The estimated weighted 
averages at which net sales were placed, compared with averages 
of monthly prices, are given in Table 7. These tests indicate that 
insiders failed to secre average results in any of the three periods, 
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and the average of the trading months ($48.51) was below the 
average for the forty-six months. Here, as in the case of Chrysler, 
insiders failed to choose trading months high enough in the price 
cycle to equal the average of the forty-six months. In addition, 
the volume of net sales was so timed that the average of the 
trading months was not reached by the estimated weighted aver- 
age for net sales. 


INSIDER-TRADING IN SEARS, ROEBUCK COMMON 

Insiders sold 133,000 shares more than they purchased during 
this period. Net purchases of 500 shares or more were reported in 
four months and net sales in twenty-eight months. Net selling 
appeared in small amounts June—December, 1935, on a rising 











TABLE 8 
Estimated 
Weighted Average of 
Periods Months Average Monthly 
per Share Indices 
Sold 
Aug., 1935——April, 1938...... 33 72.22 74.00 
June, 1936—Dec., 1938...... 31 76.32 70.74 
March, 1935—Dec., 1938..... 46 71.58 69.72 














market but well below the peak in this cycle. Large net sales were 
made in February—June, 1936, well up in the rising market, in 
November, 1936, at the peak, and in March and July, 1937, at 
high levels. Small net selling occurred on a falling market in Oc- 
tober and December, 1937, and large volumes were sold at low 
levels in February and March, 1938. Net selling continued 
through most of the remaining months on a rising market. The 
estimated weighted averages at which net sales were placed, com- 
pared with averages of monthly prices, are given in Table 8. 
These figures indicate that insiders failed to secure average results 
for the first period, almost equaled the average for the second 
period, and did 3 per cent better than average for the forty-six 
months. The average for the thirty-two months of active insider- 
trading was only $68.94,again lower than the average for the whole 
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period. However, insiders’ net sales were placed sufficiently high 
in the price cycle to average slightly above that for the trading 
months and for the forty-six months. 

The estimated performances of insiders fell g per cent below the 
forty-six month average of Chrysler, 8 per cent below the average 
of General Motors, and exceeded the average of Sears, Roebuck 
by 3 per cent. These results are in general agreement with the 
results reported above. 


CONCLUSION 
Insiders as a group did not consistently sell at high prices and 
buy at low prices. The peaks of purchases and sales tended to 
coincide although there were important differences between the 
volumes purchased and sold in each month. From the profit 
standpoint, insiders sold before and after peaks but missed the 
extreme highs, while purchases were made in early stages of rising 
markets and after important recessions. In general, purchases 
were timed more accurately in terms of the price indices than 
were sales. 

The averages presented are predicated on the assumption that 
insider-trading is motivated by the desire for profits. If factors 
other than the desire for profits have been influential in determin- 
ing the time and volume of transactions, then the results shown 
do not measure the forecasting skill of insiders. However, the re- 
sults of the transactions are measured by the averages regardless 
of the motives of insiders, and the averages indicate that on the 
whole insiders did not make exceptional trading profits. 





DEVELOPMENTS AFFECTING COST UNDER 
THE UNFAIR PRACTICES ACTS 


ROBERT TANNENBAUM'* 


VER a year has elapsed since the manuscript for the 
writer’s study on the state unfair practices acts was 
completed.? In that relatively brief period of time six 

additional states have passed acts of this type;} one state has 
passed an act of general application to supplement a former act 
limited to the retail drug trade;* two states have repealed their 
former acts and have replaced them by new enactments;' six 
states have amended their former acts;° and one state has repealed 
and has not replaced its former act.’ The acts of but eleven states 
remain unchanged.* Furthermore, numerous court decisions af- 
fecting the interpretation or constitutionality of the acts have 
been handed down. It will be the purpose of this article to exam- 
ine these developments with particular reference to their implica- 
tions to the meaning of cost and to determine their significance. 
In addition, some attention will be given to a consideration of the 
constitutionality of these acts. 

* Mr. Tannenbaum is a research fellow in the School of Business of the University 
of Chicago. 

2 Robert Tannenbaum, Cost under the Unfair Practices Acts (“Studies in Business 
Administration,” Vol. IX, No. 2) (Chicago: University of Chicago Press, 1939). 

3 Idaho (Unfair Sales Act: House Bill No. 406, 25th sess., 1939); Maine (Unfair 
Sales Act: Laws of 1939, c. 240); Rhode Island (Unfair Sales Act: House Bill No. 
606, January sess., 1939); Washington (Unfair Practices Act: c. 221, 26th reg. sess., 
1939); West Virginia (Unfair Practices Act: Senate Bill No. 134, reg. sess., 1939); 
and Wisconsin (Unfair Sales Act: Laws of 1939, c. 56). 

4 Connecticut (Unfair Sales Practices Act: Laws of 1939, c. 306). 

5 Arizona (Unfair Sales Act of 1939: House Bill No. 150, c. 39); and Maryland 
(Sales below Cost: Laws of 1939, c. 248). 

6 California (amended by Laws of 1939, c. 175); Massachusetts (amended by 
c. 189, reg. sess., 1939); Minnesota (amended by Laws of 1939, c. 403); Montana 
(amended by Laws of 1939, c. 50); Oregon (amended by Laws of 1939, c. 495); and 
Utah (amended by House Bills No. 11 and 187, reg. sess., 1939). 

7 Nebraska; a locality-discrimination law has been enacted in its place. 


8 Arkansas, Colorado, Kentucky, Louisiana, Michigan, New Jersey, Pennsyl- 
vania, South Carolina, Tennessee, Virginia, and Wyoming. 
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THE COST BASE? 


The acts have as their chief objective the prohibition of sales 
below cost. Because of this it is important that cost be carefully 
defined. The states with legislation of this type have chosen vari- 
ous ways in which to define the cost below which sales are pro- 
hibited. Each of these definitions has been called a cost formula. 
These formulas in most cases are composed of two elements: the 
base and the additions to the base. The first of these elements 
will be considered in this section, while the second will be con- 
sidered in the following one. 

All the new acts and those whose cost-base provisions have been 
amended now permit the use of the lower of invoice or replace- 
ment cost.*® Washington has followed the California provision 
which states that “‘as applied to distribution, ‘cost’ shall mean the 
invoice or replacement cost, whichever is lower, of the article or 
product to the distributor and vendor... . ,”’ while Minnesota 
now defines the base as “the actual current delivered invoice or 
replacement cost, whichever is lower 

Many of the states have adopted in modified form the following 
provision found in the model law of the National-American 
Wholesale Grocers’ Association: 


When used in this Act, the term “cost to the retailer” [‘‘cost to the whole- 
saler’’] shall mean the invoice cost of the merchandise to the retailer [whole- 
saler], or the replacement cost of the merchandise to the retailer [wholesaler] 
within thirty (30) days prior to the date of sale, in the quantity last pur- 
chased, whichever is lower; less all trade discounts except customary dis- 
counts for cash 


The first modification of this model law pertains to invoice cost. 
Four states—Idaho, Maine, Massachusetts, and Rhode Island— 


9 In order to facilitate a comparison between the developments noted herein and 
the material presented in the writer’s previous study, the section headings previously 
used will be carried forward, as far as it is practicable, to the present article. 


10 There is one exception: in Oregon, cost as applied to a wholesaler in food com- 
merce now means the price paid; and as applied to all others in distribution, it means 
replacement cost plus the cost of doing business. 

1 According to an opinion of the attorney-general of Minnesota (September 2, 
1939), usual and ordinary cash discounts are not to be taken into consideration in 
determining the base cost of a given commodity (Commerce Clearing House, 
Trade Regulation Service, Vol. I, { 2522). 
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have followed the precedent set by Nebraska and Tennessee in 
placing a time limit on the invoices that may be presented for the 
proving of invoice costs. Thus, in the latter three states invoice 
cost is that “within thirty days prior to the date of sale.”” Idaho 
has a more detailed limitation: 

.... “Invoice costs” shall mean the cost per unit at which the merchan- 
dise sold or offered for sale was bought by the seller at any time within sixty 
(60) days prior to the date of sale or the date upon which it is offered for sale 
by the seller and the cost per unit at which the merchandise sold or offered 
for sale was bought by the seller at more than sixty days prior to the date 
upon which it is offered for sale by the seller shall not be used in determining 
“invoice costs” but “replacement costs” as defined in this Act shall be used. 


Professor Grether has pointed out that a time-limitation provi- 
sion was opposed in California by dealers in those lines in which 
the rate of stock turn is low, such as furniture and jewelry.% Ob- 
viously, the effect of such provisions is to make replacement cost 
the base, except in those lines in which the rate of stock turn is 
greater than once in every thirty or sixty days as the case may be. 

In the previous study it was pointed out that experience under 
the N.R.A. with the falsification of invoices might be repeated 
under the acts." In order to prevent such an eventuality, Mon- 


tana, with a California-type law, has added the following provi- 
sion: “It shall be unlawful .... to change, alter, substitute or 
falsify any invoice where such practice tends to injure a competi- 
tor or to destroy competition or to mislead any court or commis- 


The second modification of the N.-A.W.G.A. model law per- 
tains to replacement cost. Four states have deleted the phrase 
“within thirty (30) days prior to the date of sale, in the quantity 
last purchased,’’** and have added the following definition of re- 
placement cost: 


“Replacement costs” means the cost per unit at which the merchandise 
sold or offered for sale could have been bought by the seller at any time 


% Ewald T. Grether, Price Control under Fair Trade Legislation (New York: 
Oxford University Press, 1939), p. 362. 

*3 Tannenbaum, op. cit., p. 21. 

4 Arizona, Idaho, Utah, and Wisconsin. Maryland has deleted only the phrase 
“within thirty (30) days prior to the date of sale,’’ leaving the phrase “in the 
quantity last purchased” to modify replacement cost. 
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within thirty days prior to the date of sale or the date upon which it is 
offered for sale by the seller if bought in the same quantity or quantities as 
the seller’s last purchase of the said merchandise. 


Oregon, it will be recalled, is one of two states which define the 
cost base in terms of replacement cost."S In its amended act Ore- 
gon has inserted a definition of replacement cost similar to the one 
quoted above except that the time is limited to ten days and the 
phrase “after deducting all discounts, rebates, or other price con- 
cessions”’ has been added. 


ADDITIONS TO THE COST BASE 


Total overhead—Only two of the new or amended acts follow 
the detailed California provision which defines “cost of doing 
business” or “overhead expense”’ as 

... all costs of doing business incurred in the conduct of such business 

and must include without limitation the following items of expense: labor 
(including salaries of executives and officers), rent, interest on borrowed 
capital, depreciation, selling cost, maintenance of equipment, delivery costs, 
credit losses, all types of licenses, taxes, insurance and advertising. 
Both Minnesota and Washington have deleted “interest on bor- 
rowed capital,’ while the former has also deleted “credit losses.” 
But Minnesota has made the cost of doing business “current” 
costs*® and has added “bonuses of executives and officers’? and 
“other fixed and incidental expenses.” 

It was pointed out in the former study that many small inde- 
pendents need make no outlay for labor since in their cases it is 
not uncommon to find the entire family contributing its time gra- 
tis to a common undertaking. This gives them a competitive ad- 
vantage over their rivals. California, in its law as amended in 
1937, attempted to remedy this inequity,"? and now Washington 
has duplicated California’s attempt. However, California has 
now amended its former provision in order to make it more pre- 
cise and more inclusive. 


*s Tannenbaum, op. cit., p. 26; also see n. 10, above, for an exception. 

%6 A federal district court in commenting on the former Minnesota act had said: 
“The difficulty with this definition of ‘cost of doing business’ is that it fails to give 
any effect whatever to a merchant’s current selling costs” (Great Atlantic and Pacific 
Tea Co. v. Ervin, 23 Fed. Suppl. 70 [1938]). 

17 Tannenbaum, op. cit., p. 31. 
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In any action brought under the provisions of this Act where persons are 
employed or performing services for any person or in the conduct of the 
business wherein such person is charged with a violation of this Act, and are so 
employed or performing such services without compensation or at a wage lower 
than that prevailing at the time and place of the service for the particular services 
performed, such services shall be charged as an expense of the business in 
which rendered and at the rate of the wage for the services rendered prevail- 
ing at the time of the service at the place where rendered.*® 


Thus, in the event of an action brought under the act, the total 
amount paid for labor must be increased by the amount of the dif- 
ference, if any, between the amount all individuals performing 
services would have been paid if they had been paid at the pre- 
vailing wage scale for their services and the amount they have 
actually been paid for such services. Nothing is said as to how the 
prevailing wage for any given service is to be determined. 

The problems faced in those states which require an allocation 
of total overhead—the determination of what to include in over- 
head, the problem of average versus specific allocation of the 
overhead and the problem of the period of time to be used in com- 
puting the markup percentage—have already been discussed by 
the writer."® The Wyoming supreme court has given the following 
interpretation to these problems: 

Of course, no two merchants adopt exactly the same method. One man 
may be more cautious than another. One may allow more for depreciation, 
advertisement, etc., than another. One man may think that the percentage 
to be added to his invoice price should be that based on the overhead ex- 
penses of the past year; another may think that the past six months, or three 
months, should be the criterion. ... . Hence, in the absence of provisions to 
the contrary, we must presume that the legislature did not intend to pre- 
scribe that the cost must be absolutely exact, and that it must be based upon 
the precise method of accounting which any one merchant might adopt, but 
meant, by “cost,” what business men generally mean, namely, the approxi- 
mate cost arrived at by a reasonable rule. Hence, if a particular method 
adopted by a merchant cannot, under the facts disclosed, be said to be 
unreasonable, and does not disclose an intentional evasion of the law, the 
method so adopted should be accepted as correct. In other words, all that a 
man is required to do under the statute is to act in good faith. 

*8 The amended portions are in italics. 

19 Tannenbaum, op. cit., pp. 30-40. 

20 The State of Wyoming v. Lloyd G. Langley, d/b/a Black and White Grocery, 84 
Pac. (2d) 767 (1938). 
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Under such an interpretation enforcement of the act should prove 
to be exceedingly difficult, since there is no fixed standard by 
which to judge whether or not a given sale is made at a figure be- 
low cost. 

Arbitrary markups.—All but one of the new acts and most of 
the amended acts now follow the pattern suggested by the model 
law of the N.-A.W.G.A., under which three items must be added 
to the cost base in order to arrive at the necessary markup. How- 
ever, as in the case of the cost base, the provisions of the model law 
have been modified by the newer enactments. 

First, the pattern calls for the addition of “freight charges not 
otherwise included in the cost of the merchandise.’ Four states* 
have clarified this provision by deleting the phrases after “‘in- 
cluded” and substituting therefor “in the invoice cost or the re- 
placement cost of the merchandise as herein set forth.” Appar- 
ently it was felt that “‘cost of the merchandise” would be inter- 
preted as meaning only “invoice cost’ and not “replacement 
cost.”” In addition, Idaho has defined “freight charges” as fol- 
lows: 

.... Minimum rates or charges contained in the lawfully filed tariff of 
any carriers holding authority from the Public Utilities Commission of 
Idaho and/or the Interstate Commerce Commission which tariff is on file 
with the said Public Utilities Commission and/or Interstate Commerce Com- 
mission. 


Thus, in Idaho, freight charges paid on any basis other than that 
stipulated cannot be used for proving cost. West Virginia has 
used a more detailed provision. To the cost base there must first 
be added “‘. . . . freight charges not otherwise included in the cost 
of the article, product or item of merchandise, but which freight 
charges shall not be construed as including cartage to retail outlet 
if done or paid for by the retailer [wholesaler].’”” The reason for 
the phrase following the comma will be noted immediately below. 

Second, the pattern calls for the addition of “. . . . cartage to 
the retail outlet if done or paid for by the retailer [wholesaler], 
which cartage cost shall be deemed to be three-fourths (3) of one 
per cent of the cost of the merchandise to the retailer [wholesaler] 
as herein defined, unless said retailer [wholesaler] claims and 


2 Arizona, Idaho, Utah, and Wisconsin. 
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proves a lower cartage cost The laws of four states” delete 
the words following “which cartage cost” and substitute therefor 
**.... in the absence of proof of a lesser cost, shall be deemed to 
be three-fourths of one per cent of the cost to the retailer [whole- 
saler] as herein defined after adding thereto freight charges but 
before adding thereto cartage and markup ” The purpose 
of this substitution is to make clear the base to which the three- 
fourths of one per cent is to be applied. It should now be noted 
that the freight-charges provision of the West Virginia law quoted 
above excluded cartage. The reason for this is probably to sim- 
plify the cost formula and the proving of cost. Its effect is to make 
the total cost below which sales are prohibited lower than it other- 
wise would be. 

Third, the pattern calls for the addition of “‘a mark-up to cover 
in part the cost of doing business, which mark-up, in the absence 
of proof of a lesser cost, shall be six (6) per cent of the total cost at 
retail outlet.” This markup applies to retailers only; no markup 
is provided for wholesalers. The acts of Idaho, Utah, and Wiscon- 
sin follow this provision for retailers, except that the markup is to 
cover “‘a proportionate part of the cost of doing business” and is 
to be “six per cent of the cost to the retailer as herein set forth 
after adding thereto freight charges and cartage but before adding 
thereto a markup.” The Arizona law makes these same changes 
and, in addition, sets its markup at 12 per cent—the highest per- 
centage in any of the acts having arbitrary markup provisions. 
As before, the reason for the change is to make clear the base to 
which the markup percentage is to be applied. West Virginia has 
a somewhat different provision. It provides for “. . . . a mark-up 
to cover, in part, the cost of doing business, which mark-up, in 
the absence of proof of a lesser cost, shall be seven per cent of the 
aggregate of invoice cost or replacement cost (whichever is used), 
less trade discounts as aforesaid, and plus said freight charges.” 
The 7 per cent markup should be noted since it is higher than the 
usual 6 per cent. The writer believes the use of the word “aggre- 
gate” to be unnecessary and confusing. 

Arizona and Utah follow the model law in not providing for a 


22 Arizona, Idaho, Utah, and Wisconsin. 
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wholesale markup. Connecticut, Maine, and Rhode Island in 
their respective wholesale provisions follow the wording of the 
retail provision of the model law except that the markup is 2 per 
cent. Idaho, Wisconsin, and West Virginia follow their respective 
retail provisions except that the markup, as in the preceding case, 
is 2 per cent. 

In the previous study it was pointed out that those acts which 
provided for a wholesale markup placed the customers of inde- 
pendent wholesalers at a competitive disadvantage with integrat- 
ed mass distributors who perform their own wholesaling func- 
tions? Massachusetts, New Jersey, Utah, and Virginia had 
adopted provisions, the effect of which was to place the integrated 
mass distributors on the same level of competition with the inde- 
pendents. Massachusetts has since changed its provision, follow- 
ing one adopted in Rhode Island. 


Whenever any person, co-partnership, corporation or association sub- 
ject to this chapter, in the course of doing business, performs the func- 
tions of both wholesaler and retailer without actually being engaged in the 
business of making sales at wholesale, the term ‘“‘wholesaler” shall mean and 
include that function of the business of preparation for sale at the retail out- 
let, and the term “retailer” shall be applied only to the retail portion of such 
business. 


Maine has also adopted a provision aimed at the same objective. 
Where a retailer sells at retail any merchandise which is the product of his 
or its own manufacture or which has been purchased by him or it at the 
purchase price or prices available to wholesalers, in the absence of proof of a 
lesser cost, both the wholesale mark-up of 2% and the retail mark-up of 6% 
to cover in part the cost of doing business . . . . shall be added in determining 
the “cost to the retailer” of such merchandise. 
It appears to the writer that this statement is inadequate. It is 
not clear whether freight and cartage to the wholesaler and to the 
retailer is to be added in arriving at the cost to the retailer, al- 
though this is probably the intent of the provision. 


MISCELLANEOUS COST PROVISIONS 


Certain provisions found in the acts tend to modify the impor- 
tance of the definitions of cost as found in the cost formulas. Such 
provisions will be considered in this section. 


23 Tannenbaum, op. cit., p. 46. 
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Cost survey.—The California provision pertaining to a cost sur- 
vey has been followed by many states: 

.... Where a particular trade or industry, of which the person, firm or 
corporation complained against is a member, has an established cost survey 
for the locality and vicinity in which the offense is committed, the said cost 
survey shall be deemed competent evidence to be used in proving the costs of 
the person, firm or corporation complained against within the provisions of 
this act. 


Washington has followed California in enacting this provision into 
her law. The attorney-general of that state has held that “a cost 
survey must include a bona fide examination into the books and 
records of a large number of persons who are engaged in the par- 
ticular industry or trade in the vicinity.” 

It should be noted that the above provision makes the cost 
survey ‘competent evidence” in proving cost, i.e., the cost survey 
is properly receivable in a court and possesses probative force. The 
original Minnesota law not only made its cost survey competent 
evidence but also prima facie evidence. Thus, in addition to mak- 
ing the cost survey admissible as evidence, it prescribed the weight 
of evidence to be given to sucha survey.”> For this reason, in part, 
the provision was declared unconstitutional; and as a result, 
Minnesota’s amended act does not contain a provision for a cost 
survey. The Montana supreme court has upheld that state’s cost 
survey provision—one which followed the California pattern— 
in the following words: “This statute .... simply establishes 
the admissibility of such evidence. It does not purport to pre- 
scribe the weight or credibility to be given to the evidence, as did 
the statute which was condemned on this ground in Great Allantic 
and Pacific Tea Co. v. Ervin 

Utah, with a California-type provision, has amended that pro- 
vision so as to make its cost survey prima facie evidence instead 
of competent evidence. However, in order to avoid Minnesota’s 


24 Letter of advice of the attorney-general of Washington, June 26, 1939 (Com- 
merce Clearing House, Trade Regulation Service, Vol. I, § 2765). 

25S. C. Oppenheim, Recent Price Control Laws (St. Paul: West Publishing Co., 
1939), Pp. 103; Tannenbaum, of. cit., pp. 52-53. 

26 Great Atlantic and Pacific Tea Co. v. Ervin. 

27 Associated Merchants of Montana v. Ormesher, 86 Pac. (2d) 1031 (1939). 
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pitfalls, Utah has added to the regular provision: “. . . . unless 
the person, firm, or corporation shall have kept a continuous, ac- 
curate and comprehensive record of the cost of business of the 
person, firm or corporation, in which event said record may be 
introduced to rebut the cost survey.” 

The Food and Grocery Bureau of Southern California, a trade 
association which enforces the California act in six southern Cali- 
fornia counties, is still operating under an 8 per cent markup, al- 
though it is at the present time engaged in a new cost survey to 
determine whether or not this is a proper markup.” 

In the former study the writer suggested: 

....Astate administrative body similar to the Federal Trade Commis- 
sion should be established and charged with the administration and enforce- 
ment of the law. This body should be constituted with the aim of attaining 
impartiality. The general principles which are to control the actions of such 
a body should be carefully stated and should not be so rigid as to prevent a 
flexible application of the law. 

More particularly, . . . . the practice legislated against might be defined 
as sales at a price below the cost of the most efficient operator in the market. 
The administrative body might then be charged, among other things, with 
the task of determining for each industry, and probably for various classifica- 
tions of firms within each industry, who the most efficient operator is and 
what his costs are..... 29 


Montana, in its amended act, has moved a long way toward this 
goal. The Montana Trade Commission, which is charged with the 
administration of the act, “is empowered and directed to prevent 
any person, firm or corporation from violating any of the provi- 
sions” of the act, to issue complaints, hold hearings, and issue 
cease and desist orders which may be appealed to the courts. But, 
more specifically, it is 

. ... empowered and directed whenever application therefore shall have 
been made by ten or more persons, firms or corporations within any par- 
ticular retail trade or business to establish the cost survey provided for in 
Section 5 of this Chapter [a California-type provision]. When petition for 
such cost survey has been so presented to the Commission, the Commission 
shall, as soon as possible, fix a time for a public hearing upon the question of 
whether such cost survey should be established... . . 


28 Carl M. Grayson, executive secretary, Food and Grocery Bureau of Southern 
California, letter to the writer, January 10, 1940. 
29 Tannenbaum, of. cit., pp. 59-60. 
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At the time fixed . . . . any person, firm or corporation shall be entitled to 
appear and be heard by the Commission upon all questions to be determined 
by it If the Commission shall determine that a cost survey shall be 
established, it shall at the same hearing proceed to classify and define the 
particular retail trade or business, or parts thereof, to be affected thereby, 
determine and delimit the particular area within which such retail trade or 
business shall be so affected, and find and determine the probable “‘cost of 
doing business” or “overhead expense,” stated in percentage or percentages 
of invoice or replacement cost which would probably be incurred by the 
most efficient person, firm or corporation within such retail trade or business 
within such area. 

The percentage or percentages so fixed and determined shall be presumed 
to be the actual “cost of doing business” and “‘overhead expense” of any 
person, firm or corporation in such retail trade or business and within the 
area affected by such cost survey. 


So that a commission of this type may be impartial and compe- 
tent for the job to be performed, the law should carefully provide 
for the manner in which the members of the commission and their 
assistants are to be chosen. As Professor Grether has pointed out: 

. ... Such tribunals [should] be headed by thoroughly trained and quali- 
fied persons of a high level of ability who do not represent the specific trade 
interests and who have tenure which would free them from the danger of 
political manipulation. The heads of a tribunal should be assisted by a staff 
of experts 


Additional points on evidence.—Many of the acts contain provi- 
sions the purpose of which is to simplify the proving that an indi- 
vidual has made a sale below cost. 

Washington has followed California’s 1937 example in the fol- 
lowing provision : 

.... Proof of average over-all cost of doing business for any particular 
inventory period when added to... . invoice or replacement cost, which- 
ever is lower, of each article or product . . . . shall be presumptive evidence 
of cost, and proof of transportation tariffs when fixed and approved by the 
department of public service of the state of Washington shall be presumptive 
evidence of delivery cost, as to any article or product involved in any.... 
[criminal or civil] action.3* 

3° Grether, op. cit., p. 394. Under the Utah Trade Commission Act (Laws 1937, 
c. 19) the Commission has, among other powers, general supervision over the 
administration of that state’s act. Its power in this respect is not stated in the detail 
found in the Montana statute. 


3t “* . .. Superior Judge Emmet H. Wilson [Los Angeles] issued a temporary 
order . . . . restraining Safeway Stores, Inc., from selling below a 23.8% markup, 
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The amended Minnesota law now provides: 

Where a manufacturer publishes a list price and discounts, in determining 
such “‘cost” [i.e., cost as applied to the wholesaler or retail vendor] said manu- 
facturer’s published list price and discounts then currently in effect plus the 
cost of doing business by said vendor shall be prima facie evidence of “cost.” 


Under the original Minnesota law, cost was the manufacturer’s 
list price less discounts in those cases in which such were pub- 
lished.** After defining the cost of doing business as all current 
costs and after enumerating the items of expense to be included 
therein,** the amended Minnesota law then continues as follows: 

The ‘‘cost of doing business” including without limitation the aforesaid 
items of expense, incurred in the conduct of such business during the calen- 
dar year or the 12 months immediately preceding any alleged violation of 
this act, or in the event that any retailer or wholesaler shall have been en- 
gaged in business within the State for a shorter period of time, then such cost 
for such period of time immediately preceding any alleged violation of this 
act shall be prima facie evidence of “cost” as herein defined. 


In the original Minnesota law, the above provision was the actual 
definition of “cost of doing business.”34 A federal district court, 
in commenting on this, said: “‘It probably would not have been 
unreasonable had the statute made the selling costs of the pre- 
ceding calendar year prima facie evidence of current costs.” 5 The 
amended law then goes on: 

Any sale made by the retail [wholesale] vendor at less than 10 per cent 
[2 per cent] above the manufacturer’s published list price, less his published 
discounts, where the manufacturer publishes a list price, or in the absence of 
such a list price, at less than ro per cent [2 per cent] above the actual current 
delivered invoice or replacement cost, for the purpose or with the effect of 
injuring competitors or destroying competition, shall be prima facie evidence of 
the violation of this act.3® 


the figure which Safeway furnished the Securities and Exchange Commission as 
representing its consolidated overhead expense” (Business Week, August 5, 1930, 
p. 26). 

32 ‘To define ‘cost’ as something which may or may not be what a merchant has 
actually paid in the ordinary course of trade for his goods, it seems to us arbitrary 
and discriminatory”’ (Great Atlantic and Pacific Tea Co. v. Ervin); see Tannenbaum, 
op. cit., p. 25. 

33 See above, p. 121. 34 Tannenbaum, of. cit., p. 37. 

38 Great Atlantic and Pacific Tea Co. v. Ervin. 

36 The amended portions are in italics (see Tannenbaum, of. cit., p. 54). 
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This provision was amended in order to avoid the following criti- 
cism which the federal district court had made: 

.... The fact of guilty intent is not reasonably to be inferred from the 
fact of sale at less than 10 per cent above the cost of the goods. ... . To cast 
upon a merchant who has sold goods at less than ro per cent above their cost, 
the burden of establishing that the sale was not made with an intent to 
injure competitors or destroy competition, subjects him to unreasonable 
hardship.37 


The objective of most of the amendments to the California act 
is to clarify the provisions of the law relating to actions for in- 
junctions and for damages and to make easier enforcement and 
prosecution under the act.** Of primary interest to accountants 
is a provision which makes it possible for any party to any action 
brought under Section ro of the act to apply to the proper court 
or judge for an order requiring any other party to give to the ap- 
plicant an inspection and copy, or permission to take a copy, of 
entries of accounts in any book or of any documents, papers, or 
memoranda containing evidence relating to the merits of any such 
action. If compliance with such an order is refused, the court is 
to exclude such data from being given in evidence by such other 
party; or if wanted as evidence by the applicant, the court is to 
presume them to be such as the applicant alleges them to be. Fur- 
thermore, at any time such an action is pending, the court may, 
under certain specified conditions, order a reference to be had to 
such data. 

Sales at a price to meet competition.—A majority of the acts still 
contain a provision which makes it possible, regardless of cost, to 
meet the legal prices of a competitor. The New Jersey supreme 
court has-made the following observation on the difficulties, as 
previously noted,’ inherent in such a provision: 

.... Just how .... cost is to be determined under this act is not clear. 
event As above stated, section 8 provides: “The provisions of this act shall 
not apply to sales at retail or sales at wholesale * * * (e) where the price of 
merchandise is made to meet the legal price of a competitor for merchandise 

37 Great Atlantic and Pacific Tea Co. v. Ervin. 

38 Grayson, letter to the writer, January 10, 1940, and Roy S. Warnack, executive 
secretary, California Pharmaceutical Association, letter to the writer, December 26, 
1939. 

39 Tannenbaum, of. cit., pp. 54-55. 
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of the same grade, quality, and quantity.”” How a person is to determine the 
legality of the price of a competitor is not declared, and the impracticability, 
if not the impossibility, of determining the “legality” of a competitor’s price 
is obvious.4° 

Although this is a valid objection, the laws of other states con- 
taining a similar provision have been upheld by the courts.” 


CONSTITUTIONALITY 


Numerous court decisions pertaining to the acts have now been 
handed down, and a greater part of these have dealt with consti- 
tutional issues. 

The chief legal objection raised against the acts is that they are 
attempts to fix minimum prices in businesses not affected with a 
public interest. In other words, the question arises as to whether 
the objectives which the acts seek to attain fall within the police 
power of the state under the Fourteenth Amendment to the fed- 
eral Constitution. The police power, as commonly defined, per- 
mits governmental regulation by the state for the public welfare. 

In order to bring their respective acts within the police power, 
the legislatures of most of the states have prohibited sales made 
below cost “for the purpose of injuring competitors and destroy- 
ing competition,” “with the intent to injure competition,” “with 
the intent or effect of injuring a competitor,” “for the purpose of 
unfairly diverting trade from or otherwise injuring one or more 
competitors, and destroying competition,” “‘with the intent, or 
effect, of inducing the purchase of other merchandise or of unfairly 
diverting trade from a competitor or otherwise injuring a com- 
petitor,”’ etc. Furthermore, some of the acts declare their pur- 
pose to be, in the words of the California law, “‘to safeguard the 
public against the creation or perpetuation of monopolies and to 
foster and encourage competition.” The Wyoming supreme court 
took cognizance of the attitude of the legislatures when it said: 
“There is a large portion of the body politic which believe that, 
from a social standpoint, price cutting, in the long run adversely 

4° State of New Jersey v. Packard-Bamberger and Co., Inc., Commerce Clearing 
House, Trade Regulation Service, Vol. TI, {| 25314. 

4t See the section immediately following. 

42 University of Chicago Law Review, V1 (1939), 329. 

43 Oppenheim, op. cit., pp. 72-73; Grether, op. cit., pp. 39-41, 370-72. 
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affects public interest 44 The courts of many states have 
been of the same opinion as the California supreme court when, in 
upholding that state’s act of 1935, it said: “The state may not 
have power to regulate all trade practices affecting competition, 
but it clearly has power to restrict or prohibit trade practices 
which upon reasonable grounds it determines are predatory, 
vicious, unfair and anti-social.’’4s 

The amended Maryland act prohibits sales below cost “with 
the intent, effect, or result of unfairly diverting trade from or 
otherwise injuring a competitor.’”’ A Maryland inferior court, 
after pointing out that the word “unfairly” is of ‘“vaporish con- 
notation, insusceptible of compression, save in rare instances, to 
fact”. and that “‘a crime is created which may be committed inde- 
pendent of any intent, if the thing perhaps unwittingly done has 
the ‘effect,’ or ‘result,’ of ‘unfairly diverting trade from or other- 
wise injuring’ a competitor,” adds: 

[A] competitor if known may be so great a distance that his business is not 
proximately or substantially affected by a below-cost sale. A vice of the law 
is that it makes no distinction between substantial and merely nominal or 
colorable effect, or between direct and remote competition; and equips no 
one else to do so. 

They [dealers] look to the law in vain for any guide through the fog of 
uncertainty, based upon or defined by such words as: “‘substantial, reason- 
able, actual, direct, with knowledge,” etc. The spirit of such words is essen- 
tial to the validity of such acts as this. 


Nebraska’s act was couched in terms of “effect”? with no men- 
tion of “intent”; and, in ruling that state’s act unconstitutional, 
the Nebraska supreme court stated: 


.... Criminality must be determined and punishment inflicted wholly 
without reference to the intent, purpose, or actual knowledge of the seller, 


44 State of Wyoming v. Langley. 

48 Wholesale Tobacco Dealers Bureau of Southern California v. National Candy and 
Tobacco Co., 82 Pac. (2d) 3 (1938); Arizona: C. F. Hammond v. A. J. Bayless 
Markets, Inc., Commerce Clearing House, Trade Regulation Service, Vol. III (1937), 
{ 25233; Colorado: P. J. Jonke and Agnes S. Jonke v. Save-A-Nickel Stores, Inc., 
Commerce Clearing House, Trade Regulation Service, Vol. III (1937), § 25230; 
Montana: Associated Merchants of Montana v. Ormesher; Wyoming: State of W yo- 
ming v. Langley. 

4© Loughran Co. v. Lord Baltimore Candy and Tobacco Co., Commerce Clearing 
House, Trade Regulation Service, Vol. III (1939), § 25359. 
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solely because, as a result of what is done, such act “may lessen, injure, 
destroy, prevent, hinder or suppress the competition of competitors.’’47 
The acts of New Jersey and Pennsylvania in prohibiting sales 
below cost require neither intent nor effect. A rule of law which is 
repeatedly stated in the decisions is that “it is not permissible to 
enact a law, which in effect, spreads an all-inclusive net for the 
feet of everybody, upon the chance that while the innocent will 
surely be entangled in its meshes, some wrongdoers also may be 
caught.” Since these two states have spread such an all-inclusive 
net, their acts have been held unconstitutional.‘ 

To be constitutional under the Fourteenth Amendment, laws 
of the type under consideration “‘may not validly create a crimi- 
nal offense without defining it in terms so clear that a reasonable 
man may understand the rule of conduct which the law pre- 
scribes.’’4? The provisions of the statute may not be vague, in- 
definite, arbitrary, or discriminatory. The acts of four states have 
been held to be violative of this requirement.*° 

To be held constitutional, then, on the basis of the decisions 
thus far rendered, the acts must be clearly brought within the 
police power of the state, and they must be reasonable and 
definite in their terms. 

CONCLUSIONS 

The developments which have been analyzed in this article 
provide a basis for some conclusions as to the trend which the 
various cost provisions under the unfair practices acts are taking. 

Louisiana is the only state which now defines its cost base in 
terms of manufacturer’s wholesale list price. South Carolina and 
Michigan still define theirs in terms of purchase cost, and Oregon 
and New Jersey use replacement cost. The remaining twenty-one 

47 State ex rel. English v. Ruback, 281 N.W. 607 (1938). 


48 State of New Jersey v. Packard-Bamberger and Co.; Commonwealth of Pennsyl- 
vania v. Hodin, 33 Pa. D. and C. 4491 (1938); Commonwealth of Pennsylvania v. 
Ben P. Zasloff, Commerce Clearing House, Trade Regulation Service, Vol. III (1939), 
{| 25325. 

49 J. Wesley Oler, ‘‘Statutory Inhibition against Sales below Cost,’”’ Dickinson 
Law Review, XLIII (1939), 118-109. 

5° Maryland: Loughran Co. v. Lord Baltimore Candy and Tobacco Co.; Michigan: 
Frens v. Foster, Commerce Clearing House, Trade Regulation Service, Vol. I (1939), 
| 2518; Nebraska: State ex rel. English v. Ruback; New Jersey: State of New Jersey 
v. Packard-Bamberger and Co. (see above, n. 40). 
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states use for a cost base the lower of invoice or replacement cost. 
Four of these states have placed a time limit on the invoices that 
may be presented for the proving of invoice costs, and the same 
number have included a special definition of replacement costs in 
their acts. 

New Jersey, Pennsylvania, and South Carolina provide for no 
additions to the cost base. Thus, they prohibit sales below a cost 
defined in terms of the cost base. Ten states require an addition 
of total overhead to the cost base, thereby prohibiting sales below 
an allocation to products of total cost. Michigan’s act does not 
give in detail the specific items to be included in total cost, where- 
as the acts of the other nine states* do. Louisiana provides for a 
percentage markup to be arrived at arbitrarily by the Louisiana 
State Board of Pharmacy. For a retailer in food commerce, Ore- 
gon provides for alternative markups the lower of the average 
monthly cost during the preceding twelve months or 6 per cent of 
replacement cost. Tennessee provides for a markup amounting to 
not less than the minimum cost of distribution by the most 
efficient retailer, which shall be 6 per cent in the absence of proof 
to the contrary. Eleven states* have followed, with some modifi- 
cation, the N.-A.W.G.A. pattern which calls for the addition to 
the cost base of freight charges, cartage, and a markup. This 
markup is 6 per cent in nine of the states, 7 per cent in one, and 
12 per cent in one. Of the nine new acts which have been consid- 
ered, only one (Washington) has not followed this pattern. And 
Utah, with an amended cost section, also falls into this category. 
Thus, the trend is definitely away from laws requiring an alloca- 
tion of total overhead to each of the products sold by a firm and 
toward laws which aim to place a floor under the market, to limit 
losses rather than to outlaw them. 

Cost surveys were originally provided for in the acts of ten 
states.53 Nebraska’s entire act has been repealed, and Minnesota 
has repealed its cost-survey provision. No other state has since 


s* Arkansas, California, Colorado, Kentucky, Minnesota, Montana, Oregon (ex- 
cept for a retailer in food commerce), Washington, and Wyoming. 

5? Arizona, Connecticut, Idaho, Maine, Maryland, Massachusetts, Rhode Island, 
Utah, Virginia, West Virginia, and Wisconsin. 

53 Arkansas, Colorado, Kentucky, Nebraska, Oregon, Michigan, Minnesota, 
Montana, Utah, and Wyoming. 
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provided for one, so only eight such provisions now remain. It 
appears that in so far as the cost surveys are made competent evi- 
dence in proving cost—i.e., as long as other evidence may be in- 
troduced to rebut the cost survey—these provisions will be upheld 
in the courts. 

Montana has set an excellent example for the other states in 
establishing a trade commission to administer its act and par- 
ticularly its cost-survey provision. Utah has also established a 
similar commission, whose powers have not been as specifically 
detailed as have those of the Montana commission. It is to be 
hoped that more states will follow suit in providing for trade com- 
missions to administer not only the unfair practices acts but all 
legislation pertaining to trade regulation. 

While a few provisions have been included in some of the acts, 
the purpose of which is to simplify the proving that an individual 
has made a sale below cost, there is no marked tendency toward 
such provisions in a majority of the acts. And while many of the 
acts continue to permit the meeting of a legal price of a competitor, 
such a provision has been questioned in a recent decision. 

The courts, to the writer’s knowledge, have ruled on the acts of 
twelve states. Six of these have been upheld,*4 and six have been 
ruled unconstitutional.5> Since those in the latter category con- 
tain defects which, for the most part, are not present in most of 
the other acts, it is the opinion of the writer that the general con- 
stitutional principles underlying the unfair practices acts will be 
upheld by the United States Supreme Court when a case finally 
comes before that body. Few decisions have yet been handed 
down which interpret the cost provisions of the acts. Therefore, 
it is to be expected that, once the constitutional issue is cleared 
up, attention will be turned to this aspect of the acts, so that the 
uncertainties which have been surrounding these laws can be 
resolved. If this is accomplished, the present stalemate into which 
activity under the acts has fallen will be removed, and the acts 
will take on a much greater significance.*° 

54 Arizona, California, Colorado, Montana, Tennessee, and Wyoming. 


ss Maryland, Michigan, Minnesota (before amendment), Nebraska, New Jersey, 
and Pennsylvania. 


56 Grether, op. cit., pp. 340-41. 





SOME CONSIDERATIONS ON THE MANAGEMENT 
OF COMMERCIAL BANK INVESTMENTS 


NATHAN L. SILVERSTEIN*™ 


HERE is a prevailing belief among bankers operating sup- 
+ posedly “commercial” banking institutions that they must 
\ maintain their banks in a liquid condition. This attitude 
is largely an outgrowth of the tradition of commercial banking 
transplanted from England and of the fact that prior to the en- 
actment of the Federal Reserve Act there was no possibility of 
widespread conversion of assets into cash—even the best of 
them—when a general drain of deposits occurred. Solvent banks 
were forced to close their doors as a consequence of inability to 
meet the demands of depositors for cash. The hazard of forced 
insolvency could be reduced if banks could maintain their assets 
in a liquid condition. Hence, the theory of commercial banking, 
which had “gained dominance in British policy and practice,’ 
came into prominence with its emphasis on liquidity secured by 
the maintenance of primary and secondary reserves and the mak- 
ing of self-liquidating short-term loans. 

Economists quite generally accepted this theory of commercial 
banking because of their belief in the desirability and necessity of 
establishing the banking system on a liquid basis. The theory, 
however, was one which proposed that banking be carried on in 
such a manner, but at no time in the history of American banking 
was this theory an adequate description of the actual conduct of 
commercial banking. Nevertheless, the idea of what banking 
should be, according to the theory, so impressed economists, bank- 
regulatory bodies, and bankers that they thought in terms of the 
ideology set up; though the bankers, by force of circumstance or 
otherwise, acted in a quite different manner from that called for 
under the theory. 


* Associate professor of finance, school of business, Indiana University. 
?R. B. Westerfield, Money, Credit and Banking (New York: Ronald Press Co., 
1938), Pp. 210. 
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As a result of the concept of commercial banking that has 
grown up certain notions of liquidity, and more latterly, of shift- 
ability, have come to prevail. It is these notions that have proved 
particularly troublesome to bankers in recent years when the out- 
let for commercial loans has been exceedingly small and the bank- 
ing assets either had to be kept idle or turned into other than 
commercial-loan (real estate loans, brokers’ loans, purchases of 
bonds, etc.) channels. The lack of commercial loans has been re- 
sponsible to a large extent for the increased proportion of bonds 
in the earning assets of commercial banks. The necessity of buy- 
ing bonds on a large scale, if at least some earnings are to be 
secured from otherwise unemployable funds, has caused a good 
deal of apprehension among bankers and others. 

The apprehension is a consequence of several factors: (1) the 
necessity of buying long-term bonds in order to get earnings be- 
cause yields on short-term obligations have been exceedingly 
low;’ (2) the high prices and low yields prevailing on high-grade, 
long-term bonds; (3) the fear of a price decline of bonds because 
of an increase in interest rates; (4) the danger that the bonds will 
not be shiftable except at much sacrifice in price; (5) the difficulty 
of determining quality of bonds (other than United States govern- 
ment bonds) and the necessity of constantly watching for changes 
in the quality of bonds held. 

The result of this situation has been to leave the practical 
banker at sea as to what procedure to follow. His notion of liquid- 
ity has made him very conscious of the ill effects that would follow 
if he had to liquidate his bonds under unfavorable circumstances 
and has caused him to wonder about the desirability of bond pur- 
chases. Having more or less been forced to buy bonds, the banker 
must wonder and worry about what policy to follow in regard to 
his bond portfolio. It is my desire to direct attention to this prob- 
lem of investment policy. 


3 The yield on short-term government notes (about three and one-half years) 
averaged less than o.5 per cent, and the yield on intermediate-term government 
bonds (about seven and one-half years) averaged less than 1.5 per cent during 1939. 
Data compiled by Standard Statistics Co. 
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Writers in recent years* have emphasized that security invest- 
ments of banks should be divided into two parts: (1) securities 
purchased for secondary-reserve purposes; (2) securities pur- 
chased for the investment account. The purchase of securities for 
| secondary-reserve purposes is traditional. Purchase of securities 
for an investment account, separate and apart from the secondary 
reserve, introduces a newer concept and is a more recent develop- 
ment. 

Purchase of securities for the secondary reserve involves a con- 
sideration of certain technical problems which center on the kind 
of securities to buy and the amount of secondary reserve needed. 
The latter is conditioned by the nature and amount of deposits, 
by the fluctuations in deposits, by the condition of the loan-and- 
discount portfolio, and by the current position of business in rela- 
tion to the business cycle. The secondary-reserve assets must be 
of a type that can be readily liquidated or shifted to meet any 
unusual demand for cash. This reserve should contain securities 
which can be liquidated by the individual bank without serious 
sacrifice and which might be shifted in a significant amount by 
all banks to other institutional investors or Federal Reserve banks 
without great loss. To achieve this the quality of the securities 
must be unquestioned and their maturities must be near. The 
secondary-reserve problem is not new, and bankers have, in the 
past, given consideration to this matter and handled it in a more 
or less satisfactory manner. 

It is the bond-investment account, as distinguished from the 
secondary reserve, that has raised new problems of proper proce- 
dure and practice and has given rise to the prevailing uncertainty 
among bankers as to what policy to follow. 

There are two general policies that may be followed in connec- 
tion with the investment account. One is the “trading” policy 
and the other is the “invest to mature” policy.’ The trading policy 
is an “in and out” policy in which bankers try to outwit one an- 
other and to take advantage of changing interest rates in such a 

4E.g., J. H. Wilkinson, Investment Policies for Commercial Banks (New York: 
Harper & Bros., 1938). 

s Cf. Wilkinson, op. cit., chap. iv. 
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way as to achieve the goal of every trader—to buy low and sell 
high. While individual banks may gain by trading in bonds, their 
success is likely to be at the expense of other banks in the system. 
All the banks in the system cannot successfully pursue a trading 
policy. Even for the individual bank the pitfalls of a trading 
policy are so great as to militate against success, though the 
operator be unusually shrewd. The policy may be condemned as 
one which involves speculation with the depositors’ funds. 

The “invest to mature’ policy is that of buying bonds of 
longer maturity than those purchased for the secondary-reserve 
account, with the object of holding them until they become due. 
The basic condition in pursuing such a policy is that the quality 
of the bond be of the highest. If bonds are to be purchased to be 
held to maturity they must be of such quality as to eliminate 
doubt about their being paid at maturity. If this is reasonably 
assured there need be no fear of loss which will impair capital and 
possibly cause insolvency. 

It is at this point that the major question about the “‘invest to 
mature” policy arises. What about possible depreciation in the 
value of the bond account due to a change in interest rates?? A 
rise in interest rates of even relatively small proportions can have 
a material influence upon the market value of intermediate and 
long-term securities. This is shown by the data in Table 1, com- 
piled by Standard Statistics Company, which presents theoretical 
price declines under certain assumed conditions. 

Such declines in the market value of the bonds in the invest- 
ment account, especially with a significant rise in interest rates, 
may be very serious, and it is this possibility that is causing 
apprehension among bankers and regulatory agencies. 


6 It may be that some banks could successfully shift bonds to insurance com- 
panies and other nonbank bond buyers. Considering the volume of bonds held by 
all banks, it is unlikely that all the banks could successfully shift any considerable 
amount of bonds to the nonbank buyers. The rapid decline in the prices of high- 
grade bonds in September, 1939, bears witness to the fact that any sizable liquida- 
tion of bond holdings cannot be effected without substantial price reduction. 


7 Depreciation due to change in quality is not considered here on the assumption 
that in a portfolio of bonds of high quality only a small percentage is likely to change 
qualitatively. 
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Wilkinson, in discussing the “invest to mature”’ policy, which 
he favors, says that one of the concomitants of the policy if it is 
to be a success is that “bonds must be purchased at reasonably 
advantageous price levels in order to obtain a satisfactory yield 
and in order to be immune from very substantial market de- 
preciation in periods of high money rates.’’* This statement illus- 


TABLE 1* 


THEORETICAL PRICE DECLINE, ASSUMING FOLLOWING AVERAGE LEVELS 
OF MONEY RATES ONE YEAR FROM NOW 








Presentt 34 Per Cent 4 Per Cent 





Yield Price Price Declinet Price Declinet 








U.S. government medium- 


U.S. government long- 
term bonds: 
223—1948-51........ .58 ° 

.67 100.31 . .27 

74 28 : : 84.4 

92 100.17 ; .14 82.20 























* Standard Statistics Co. Inc., Standard Bond Investments, April 2, 1938, p. 2007. 
t April 2, 1938. 

t Price decline from levels prevailing April 2, 1938. 

All prices after decimal are expressed in 32ds of a point. 


trates the concern that a practical banker has with depreciation 
due to interest-rate changes. Logically, this would preclude the 
purchase of.any long-term bonds at the present time because of 
the prevailing low interest rates. Ostrolenk and Massie show sim- 
ilar concern and offer a warning against buying long-term bonds 
when rates are low. They state that 


when it is impossible to buy long-term, high-grade bonds cheaply, that 
should be the time to buy short-term paper no matter how low the rate and 
in fact convert some of the long-term bonds into short-term paper. Such a 
procedure, of course, will temporarily decrease the earnings of the bank. But 
experience shows,that the losses in principal incurred by continuing to hold 


5 Op. cit., pp. 45-46. 
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long-term, high-grade bonds in order to obtain the desired earnings far ex- 
ceed the earnings from the income on the bonds. 

In the writer’s opinion the importance of the whole problem of 
depreciation due to increases in interest rates has been magnified 
beyond reasonable bounds. The “‘invest to mature’”’ policy is the 
only intelligent policy the banker can follow as long as he must 
buy bonds for an investment account. The question of prevailing 
interest rate is not the governing factor in this policy. The govern- 
ing factor is that the available idle funds be put to use in securing 
whatever rate of return the existing market conditions will pro- 
vide. The possibility that interest rates will go up is no reason for 
sacrificing present return by keeping funds idle or invested in 
short-term obligations giving a very small yield. 

We come back, however, to the troublesome question of depre- 
ciation. It is here that the banker’s notion of liquidity, which 
causes him to assume that he must stand ready to sell his bonds 
in the market, steps in to confound him. If interest rates rise the 
banker will suffer actual loss from depreciation only if he sells his 
bonds. If he keeps them to maturity he has lost nothing; though 
the holding of long-term bonds will involve a paper loss in the 
form of the ‘‘opportunity cost” of not being able to put all the 
funds in higher-yield bonds. He still gets the yield which he con- 
tracted for when he purchased the particular securities. The ques- 
tion then is “Will the bonds have to be sold?” Under ordinary 
conditions, assuming an adequate secondary reserve, the long- 
term bonds in the investment account will not have to be sold. 
Under extraordinary and emergency conditions, when large 
amounts of bonds have to be liquidated, the bonds cannot be sold 
except at such great sacrifice as to endanger the entire banking 
system. 

The absurdity of worrying about depreciation due to a rise in 
money rates would become manifest if the banking system as a 
whole were taken as the unit for consideration. It is obvious that 
all banks could not, over a short space of time, liquidate or shift 
large amounts of bonds to agencies outside the commercial bank- 


9 B. Ostrolenk and A. M. Massie, How Banks Buy Bonds (New York: Harper & 
Bros., 1932), p. 169. 
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ing system no matter how great the emergency, except on condi- 
tion of so great a sacrifice in price as to make the banks insolvent 
with the consequent destruction of the banking system. Should 
such an emergency arise the only “out” for the banks would be to 
shift the bonds to the Federal Reserve banks, which, under the 
Banking Act of 1935 are empowered to make advances to member 
banks on notes ‘‘which are secured to the satisfaction of such 
Federal Reserve bank.’’*® If it be true that the bonds in the in- 
vestment account, under emergency conditions, will have to go to 
the Federal Reserve banks then the problem of their liquidity is of 
no importance. This is particularly true if the Federal Reserve 
banks would accept these bonds at their cost. While it is at pres- 
ent uncertain what basis the Federal Reserve banks will use in 
valuing bonds presented to them—market, par, or cost—the like- 
lihood is that in a serious crisis the high-grade bonds will be val- 
ued at cost and the member banks will be permitted to borrow 
upon them on this basis." Should this be so, market depreciation 
will be of no great significance for the banks. 

The assumption that increases in interest rates will cause de- 
preciation and loss is thus unwarranted if the banking system is 
considered in its entirety. Individual banks may lose on account 
of depreciation if they are forced to sell bonds, but they are not 
likely to be compelled to sell if they have given adequate thought 
to their secondary reserves. 

Another point relative to depreciation is of importance. De- 
preciation of the bond account would still be significant, even if 
the bonds did not have to be sold, if the regulatory bodies would 
value them at market when computing the net sound capital of a 
bank. Under such a method of valuation it is easily conceivable 
that many banks could be rendered insolvent if their bond ac- 
counts were large. Such a method of valuation was indeed used 
by the comptroller’s office prior to 1930. However, since that time 
a change in attitude has taken place and the regulatory bodies, 
recognizing the fundamental change that has occurred in the 

10 The Federal Reserve Act as amended, sec. 10(). 


™ Cf. W. A. Morton, “Liquidity and Solvency,” American Economic Review, 
XXIX (June, 1939), 279. 
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nature of bank-earning assets, have recently adopted a revised 
procedure in valuing bank assets. The provision, in these revised 
regulations of interest here, is that which provides that bonds of 
the highest grades be valued at cost and neither appreciation nor 
depreciation will be taken into account in computing net sound 
capital.”* Thus is removed the only other major reason for banks 
to be concerned about depreciation of the bond account. Further, 
added emphasis and weight are brought to bear on the merit and 
desirability of the ‘‘invest to mature”’ policy. 

It would follow, from the above discussion, that the advocacy 
of a policy of spacing bond maturities is misconceived if it is based 
on the premise of the necessity for liquidity. It does not make a 
great deal of difference, in a time of emergency, when bonds have 
to be shifted to the Federal Reserve banks, whether the maturities 
of the bonds are five, ten, or fifteen years. To sell them in the 
market, under strained conditions, would involve too great a 
sacrifice, and one which was unnecessary, even though the bonds 
have relatively short maturities. While spacing of maturities is 
not necessary for the sake of liquidity, there are other grounds 
which justify the adoption of such a policy. Spacing of maturities 
is important as a means of protection against a portfolio of long- 
term, low-yield bonds. It would permit funds secured from ma- 
tured issues to be reinvested at the prevailing rate of return. 
Thus, if money rates go up, funds realized from matured issues 
could be reinvested on a higher-yield basis. Another merit of 
spacing maturities is that it provides a supply of short-term issues, 
as time goes on, which can be used for secondary-reserve pur- 
poses. 

If bankers, disturbed by the existence of low interest rates and 
the depreciation that will take place in bond prices if a rise in 
money rates occurs, would view the matter in the light of the 
above discussion, much of their apprehension would be dissolved. 

The underlying assumption in this discussion has been that 
only high-quality bonds are purchased for the investment ac- 
count, and that only high-quality bonds are retained in the ac- 
count. Bonds that deteriorate in quality must be eliminated from 


2 For a discussion of the valuation problem cf. Morton, op. cit., pp. 278-81. 
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the portfolio, and any losses incurred must be absorbed by a 
reserve set up for this purpose. 

Many bankers have purchased medium- and low-grade bonds 
in the hope that the higher yields on such bonds would increase 
their earnings. While this practice is not entirely antagonistic to 
the “‘invest to mature” policy there are a number of considera- 
tions that make it undesirable for banks to purchase the lower- 
grade bonds. The lower-grade bonds may give immediately a 
higher rate of return. It is very questionable, however, whether 
over a long period of time the return would be any higher or as 
high as that received from the purchase of high-grade securities." 
Furthermore, the purchase of the lower-grade bonds necessitates 
a degree of bond portfolio management not available to most 
banking institutions and involves a more active trading policy 
due to the wider fluctuations in prices and more rapid alterations 
in quality than those which occur in‘ the case of high-grade securi- 
ties. To the extent that the holding of lower-quality bonds in the 
investment account involves more trading than the holding of 
high-quality bonds it is antagonistic to the “invest to mature” 
policy. 

These further considerations may be offered against the prac- 
tice of purchasing other than high-grade bonds. The comptroller 
of the currency on February 15, 1936, under authority of Section 
5136, made the ruling prohibiting the purchase of “ ‘investment 
securities’ in which the investment characteristics are distinctly or 
predominantly speculative.’’*4 This has been construed to mean 
that only securities rated by the rating agencies in the four high- 
est classifications may be purchased by national banks. This rul- 
ing in conjunction with the revised procedure, adopted by the fed- 
eral and many state authorities, in the appraisal of bonds in bank 
examinations,’’ makes the holding of other than high-grade bonds 

"3 Cf. H. G. Fraine, “‘Superiority of High-Yield Bonds Not Substantiated by 
1927-36 Performance,” Annalist, L (October 1, 1937), 533-34- 

+4 Comptroller of the Currency, ‘“‘Law and Summary of Regulations and Rulings 
Governing the Purchase of Investment Securities,’’ October 27, 1936, p. 4. 

1s The revised procedure provides that bonds rated in the four highest grades will 


be valued at cost, while bonds whose characteristics are predominantly speculative 
‘‘will be valued at the average market price for eighteen months just preceding ex- 
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distinctly undesirable. Finally, since in the case of a major emer- 
gency for the banking system the banks will have to shift the 
bonds to the Federal Reserve banks, and inasmuch as these banks 
are likely to accept the high-grade bonds at cost it is highly de- 
sirable that only the high-grade bonds be held. 

The determination of what is a high-quality bond is still a 
major problem, though most bankers as well as the regulatory 
bodies are inclined to delegate the task of quality determination 
to the rating agencies. The vigilance needed to discover the bonds 
which are deteriorating in quality and to take action to eliminate 
them from the portfolio constitutes another problem. The pur- 
chase or retention of inferior-quality bonds constitutes the great- 
est threat to the “invest to mature” policy and to the successful 
conduct of the bond account. 


amination and fifty per cent of the net depreciation will be deducted in computing 
the net sound capital.” 





RECENT LITERATURE ON THE GOLD PROBLEM? 


WALTER LICHTENSTEIN? 


T IS not surprising, on the whole, that we have suffered in re- 
cent times not merely from an avalanche of gold but also 
from an avalanche of literature on this subject. Very recent- 

ly there have been published two works dealing with the gold 
problem, very different in their approach and very different in 
their merits. The first of these is the work by Dr. Michael A. 
Heilperin, a young Polish scholar, who has been for some time 
assistant professor at the Graduate Institute of International 
Studies, Geneva, Switzerland. His book is entitled International 
Monetary Economics. The other work, by Professors Frank D. 
Graham and Charles R. Whittlesey, of Princeton University, 
bears the title Golden Avalanche and is an expansion of an article 
which appeared in the April, 1939, issue of Foreign Affairs. This 
book is popular in character. It oversimplifies the problem, and 
many of the statements of the authors would seem to be contra- 
dictory to each other. 

Professor Heilperin, as well as Professors Graham and Whittle- 
sey, and also others who have recently touched on the subject of 
gold, such as Dr. E. A. Goldenweiser in his article in the Federal 
Reserve Bulletin of January, 1940, and Mr. Winthrop W. Aldrich, 
chairman of the Board of the Chase National Bank of New York, 
would all agree that, regardless of any theories underlying the 
monetary furictions of gold, the large amount of it flowing in re- 
cent years to this country has resulted in serious problems, the 


* Review of Golden Avalanche, by Frank D. Graham and Charles R. Whittlesey 
(Princeton, N.J.: Princeton University Press, 1939), and International Monetary 
Economics, by Michael A. Heilperin (London: Longmans, Green & Co., 1939). 
The author is deeply indebted for assistance, in the preparation of this article, to 
Professor Jacob Viner, Dr. John F. Fennelly, and Mr. George B. Roberts. 

2 Vice-president, The First National Bank of Chicago. 

3 See The Report of the Chairman of the Board of Directors at the Sixty-third Annual 
Meeting of Shareholders. 
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solution of which is not readily discernible. As Dr. Goldenweiser 
says: 

The problem of our huge gold stock is likely to stay with us for a long 
while, and .... it may even increase—if gold continues to flow into this 
country. No simple solution to the problem can be devised. The ultimate 
solution will have to be a part of the answer to the much broader problems of 
restoration of world stability and international trade. It will also be bound 
up with rationalization of our own economy. 


In turning to a somewhat more detailed discussion of the two 
books mentioned in the first paragraph of this article, Professor 
Heilperin has pointed out very clearly the deficiencies in Professor 
Cassel’s theory that a rate of yearly increase of the gold stock of 
the world of 3 per cent is necessary to keep the price-level stable. 
Professor Heilperin shows that Cassel arrived at his conclusions 
by using, rather arbitrarily, a comparison of the Sauerbeck Index 
Number of Wholesale Prices for 1850 and 1910. It would require 
too much space to go into the details of Heilperin’s reasoning as to 
the inaccuracy involved in Cassel’s computations, but he has 
made it very evident, as indeed have the developments of recent 
years, that there is very little, if any, real basis to support Cassel’s 
thesis. In his discussion of the statistical methods used, Heilperin 
has perhaps gone too far in his criticism of the value of wholesale 
price indices and similar mathematical series. To be sure, most 
economists would probably agree that the importance of the index 
numbers of wholesale prices regularly published in this country 
and elsewhere has been grossly exaggerated, and their overvalua- 
tion has given rise to unsound proposals such as those regularly 
appearing in Congress, demanding that the policy of the Federal 
Reserve System be directed toward the maintenance of a con- 
stantly even level of wholesale prices. It is forgotten that this 
index of wholesale prices is made up of very many diverse items 
and that the number finally produced is in part the result of a 
mathematical monstrosity, attained by adding together unre- 
lated, nonhomogeneous items. Most of us were taught in school 
that it is not feasible to add together two tables and two chairs 
and call the result four of anything, but to a certain extent that 
is what is done in arriving at some of the index numbers with 
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which we have become familiar. Furthermore, the various items 
composing the index numbers are usually weighted according to 
their relative importance, but probably no two people would 
agree absolutely as to the exact amount of weighting to be given to 
any one of the items composing the series. Nevertheless, admit- 
ting all this, in the course of the years the indices do show certain 
trends, and as long as the basis of computation is not changed, the 
trends shown by the statistics are not to be disregarded com- 
pletely. 

There is an excellent discussion in Professor Heilperin’s work 
of the various types of currency systems and the real meaning of 
the “gold standard.” He explains well, which Messrs. Graham 
and Whittlesey do not, that what various countries have done is 
not to demonetize gold in any real sense of the word: “It is im- 
portant to note that the so-called ‘going-off the gold standard’ is 
not tantamount to the suppression of gold as monetary metal. In 
the latter case we should have to speak of ‘demonetization of 
gold.’ ” 

This is one of the contradictions in the work of Graham and 
Whittlesey. In many parts of the book they speak of the desira- 
bility of demonetizing gold, and they speak of this country as 
having paid too much for gold, and the purchase of gold thereby 
representing a more or less complete loss to this country. On the 
other hand, throughout the book there is evidence that the au- 
thors realize that other countries still regard gold as the funda- 
mental basis of their currencies, even though preventing the con- 
version into gold of the paper currency in use. When Graham and 
Whittlesey say that the world could get along without a gold 
standard—which, incidentally, is admitted by all writers on the 
subject—they do not indicate why some system other than the 
gold standard would be better. It is perfectly true that the dollar 
might be kept in equilibrium with sterling by various means, even 
though gold were just a commodity. But, given our present situa- 
tion, why should we be any better off? Or do the authors think 
that we should be better off if we accumulated huge balances of 
sterling instead of gold? 

Let us, just for a moment, try to visualize what would happen if 
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gold were completely demonetized. Great Britain and other coun- 
tries need quantities of our products, especially, at present, for 
the purpose of waging war. The manufacturer of airplanes sell- 
ing his planes to Great Britain would receive, in some way or 
other, just as he does at present, payments in dollars, probably in 
the form of a credit on the books of some bank or banks. The 
British government, in order to make these payments in dollars, 
would have to buy dollars and pay for them with pound notes. 
Since, however, we have a large favorable trade balance and since 
we refuse to lend money abroad, the supply of dollar credits that 
could be bought in the London market would be exhausted fairly 
rapidly, unless either commercial banks in this country, private 
individuals, or the United States government would be willing to 
accumulate an indefinite amount of sterling balances in London 
or have British paper money shipped in quantity to this country. 
It is rather inconceivable, in view of the lack of confidence in 
present European conditions, that either private banks, individ- 
uals, or the United States government would care to accumulate 
unlimited sums either in the form of credits in London or in the 
form of actual British paper currency. The result then would be 
that, as soon as the British government had used up all the dollar 
credits available, imports from this country would simply cease. 
This is on the presumption that sterling exchange rate did not fall, 
or that such fall did not give the British additional dollar exchange 
as a result of an increase in the volume of exports. It must always 
be remembered that under our present laws the British could not 
float loans in this country and thereby acquire further dollar cred- 
its. This can also be put in another way: If we refuse to accept 
gold, dollars in terms of pound sterling would rapidly become so 
dear that the British could no longer buy our goods; conversely, 
British goods would become so cheap that they might flood our 
markets if, as is probable, we did not take steps by means of tar- 
iffs, quotas, etc., to keep them out. To be sure, if the dollar value 
of British exports rose, the above results might not take place. 
But, in any event, the question may well be raised whether any 
possible development outlined above would be desirable and 
would help in correcting the present world-malaise. 
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I presume Graham and Whittlesey would contend that it 
would be much better to have our exports cease until such time 
as, in one way or another, new dollar credits were available to the 
British government. They may be right in that view, but it 
should be pointed out that the final result of such procedure 
would be, in reality, barter arrangements all over the world; in 
other words, we should all adopt the German method of not buy- 
ing more from any one country than that country buys from us. 
In my opinion, this is pure isolationism and should find the com- 
plete support of all those who believe in high protective tarifis and 
of those who in every way possible would seek to prevent the en- 
try of goods into this country, except, of course, such goods as we 
are unable, by any possible means, to produce ourselves. That is 
a perfectly possible policy. In the long run it would presumably 
mean a steady retrogression of the standard of living everywhere, 
including in this country. In fairnéss to Graham and Whittlesey, 
it should be said that neither isolationism nor reduction in the 
standard of living is an objective desired by them, even though I 
believe that such might be the result if the policies advocated by 
them were adopted. It is also conceivable that barter arrange- 
ments would not be a consequence of the proposals made by Gra- 
ham and Whittlesey. Be that as it may, the swings in foreign 
exchange rates would certainly be more violent than ever, and it 
would be these extreme swings of the pendulum that in future 
would govern, to a large extent, international trade. In other 
words, the elimination of gold as a means of settling international 
balances would result only in the development of a much cruder 
and more expensive mechanism. 

If, on the other hand, a more liberal policy were followed, more 
in accord with the traditions of the last century, then undoubtedly 
in the course of years losses to investors and others would result. 
The British, who during the nineteenth century conducted for- 
eign trade and foreign investments more successfully than any 
other nation ever did before or since, nevertheless, in many in- 
stances suffered very great losses. But in spite of such losses, the 
policy, on the whole, brought a great net gain to Great Britain. 
Great Britain, by developing international trade, by supporting 
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financially weak nations when in need, and by helping to develop 
nations by direct investments, made the London money market 
what it was during the nineteenth century, added enormously not 
merely to her commercial prestige but also to her political power, 
and, in advancing her own interests, made the whole world a bet- 
ter place in which to live. The foregoing is not meant as an argu- 
ment that to accomplish the results indicated a gold standard is 
necessary It is quite conceivable that some other arrangement 
would do the job equally well, but so far no satisfactory substitute 
arrangement for the gold standard has been suggested, and least of 
all by Messrs. Graham and Whittlesey. 

There is another feature that should be emphasized, and that is 
the question: How valid is the theory of purchasing power par- 
ity? Professor Heilperin, in chapter vii of his book, shows that 
there is relatively little basis for the validity of this theory. Again 
it would require too much space to go into details, but perhaps a 
short quotation may be permitted: 


Cassel’s theory has been often criticized on the ground of taking into con- 
sideration all prices and not only prices of goods entering international trade. 
The criticism should in fact go even deeper. What prices can be expected to 
be equalized all over the world by the means of the rate of exchange? Cer- 
tainly not prices of goods which do not enter international trade. Nor indeed 
prices of goods which, though they enter international trade, have no world 
market. We are then left with goods having a world market and a world 
price. They are commodities of standard quality which can be the object of 
international arbitrage. It is that arbitrage which tends to equalize their 
price all over the world, due allowance being made for transport costs and for 
tarifis. If, after having introduced these necessary corrections, one finds that 
the goods in question have the same price in all countries, after translating 
one currency into the other by the means of the rate of exchange, this is just 
the result of arbitrage transactions which consist in buying the commodity in 
the markets where it is cheaper and selling it in the market where it is most 
expensive. The fact that rates of exchange equalize nominal prices expressed 
in various national currencies in the case of commodities having a “‘world 
price” is an element of the very notion of “world prices.” To say that it is 
prices of commodities having a world market which determine parities be- 
tween currencies, would be absurd. As regards other prices, however, which 
are not being internationally equalized by the rates of exchange, the ratio 
between their statistical averages cannot possibly have any clear significance. 
If this is granted we can still argue that price-changes affect to a varying ex- 
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tent international trade and the amounts of international payments due to it, 
but there is no reason for expecting any precise quantitative relation to hold 
good, nor indeed for defining monetary parities in terms of price levels. 


I am not quite clear whether Messrs. Graham and Whittlesey 
believe in this parity-of-purchasing-power theory or do not. But 
whether this theory is heid or not, it would be generally admitted 
today “that internal monetary stability is not guaranteed by the 
fact that there is a certain relation between gold reserves and the 
note circulation; the maintenance of a minimum reserve may pre- 
vent a runaway inflation, but serious monetary disturbances may 
occur without reserves falling below their minimum level.’ This 
quotation is from page 180 of Heilperin’s work, and he goes on to 
say: 

I am not making a case against minimum reserve requirements—I am 
merely stressing the fact that their significance should not be exaggerated. 
What must be made quite clear is that the function of gold reserves is not to 
“guarantee” the “value” of bank notes, but to make it easier to maintain in- 
ternational monetary stability. Once this is realized, more importance will 
be attached to the relation between the size of gold reserves of central banks 
and the size (measured in money units) of international transactions, and 
particularly, of deficits in international payments. Now, clearly no gold re- 
serves will be sufficient in the long run if deficits in balances of payments are 
lasting and gold losses cumulative. Unless the mechanisms of re-equilibrium 
can function, the gold standard must sooner or later break down, together 
with international monetary stability. Gold, in order to carry out its func- 
tion, must circulate, not accumulate; whenever the latter happens instead of 
the former, one may safely infer that the mechanism of re-equilibrium does 
not function correctly. 


Earlier in this article it was stated that it is rather difficult to 
understand what Messrs. Graham and Whittlesey mean by say- 
ing we paid too much for gold. Dr. Goldenweiser, discussing this 
problem in the article already mentioned, asks the question: 


Why has so much gold come to this country? It is not, as it is sometimes 
stated, because we pay more for it than do other countries. As a matter of 
fact, when there are no artificial restrictions on the free movement of gold, as 
there have been in the belligerent countries since last September, the price 
of gold expressed in dollars or any other currency is the same the world over. 
This means that an ounce of gold can be bought (and sold) in England or 
France for as many pounds or francs as will exchange for $35—the price of an 
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ounce of gold in the United States. If this were not so, arbitrageurs through- 
out the world would buy gold in the cheaper market and sell it in the dearer 
market until the spread was eliminated. 


If the gold problem has assumed the seriousness it undoubtedly 
has, we are being punished justly for the sins of our government. 
There never was any excuse for devaluing the dollar, and it was 
done without any real understanding on the part of those who 
were in power as to what results were likely to flow from such ac- 
tion. The devaluation of the dollar in itself stimulated a great 
capital flow to this country, for in terms of foreign currencies 
it created bargain prices for our securities and commodities; 
later, this devaluation, by putting pressure upon foreign curren- 
cies and creating fears abroad, was in itself a factor contributing to 
those uncertainties which have been among the chief causes of the 
gold movement. 

Graham and Whittlesey give a very clear statement as to how 
this change in the price we pay for gold has resulted in greatly in- 
creased profits for the owners of gold mines, with the result that 
gold production all over the world has increased enormously. Our 
government, apparently basing its judgment on Professor War- 
ren’s dictum that prices would react immediately in exact propor- 
tion to the devaluation of the dollar, found quickly that the re- 
sults were not at all as expected. What actually happened was 
that costs of mining gold (expressed in dollar units) remained 
more or less the same as they were prior to the devaluation of the 
dollar, while, on the other hand, the price received for the product 
increased greatly. 

I would not agree, however, that we should retrace our steps. 
The damage has been done, and an attempt now to revalue gold 
would, in my opinion, merely add to the present international 
monetary confusion and add to the lack of confidence prevailing 
among business and banking circles in this country. Graham and 
Whittlesey deny that this retracing of our steps, which is what 
they advocate, would produce any chaos, and they also argue 
that, if we did not fix a price of gold at all, it would be better for 
us. There is no way of proving either the correctness of my view, 
which is held by most economists and businessmen, or of theirs, 
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which undoubtedly finds some supporters. It is simply a matter 
of opinion. On page 46 of the Golden Avalanche there is stated 
very clearly the consequence of currency devaluation: 


Currency devaluation throughout the world has undoubtedly contributed 
to the great increase in gold production. This has increased the volume of 
gold entering into the channels of exchange and has been partially responsible 
for the large size of gold movements. But this should presumably affect all 
countries equally. In no way does it explain the enormous and sustained 
movement of gold to the United States. The heavy flow of gold to this coun- 
try has clearly been due to quite different causes. 


On page 47 are also stated very clearly the reasons for the heavy 
flow of gold to this country: 


The most conspicuous feature of international economic life in recent 
years, particularly as contrasted with earlier periods, has been the importance 
of the element of fear. Men’s thoughts and actions have been dominated by 
the dread of some major political disturbance. From 1934 to the outbreak of 
hostilities a major war appeared at all tinmies possible and frequently inevi- 
table. Uncertainty over the international situation was reinforced at different 
times by doubt. regarding the stability of internal conditions, as in the case 
of France, and by doubt as to the safety of a number of currencies. Lack of 
confidence with respect to prospects in the United States, especially in the 
field of monetary policy, served as a counterbalance at times, but the Ameri- 
can scene consistently seemed less forbidding than the European. 

In general, the element of fear has been stronger on the Continent than 
elsewhere and induced a flight of capital to England as well as the United 
States. The greater distance of the United States from the scene of severest 
tension, and the prospect, perhaps, that funds could be more readily con- 
cealed here, helped in the later years to make this country generally more at- 
tractive than England asa place of refuge. At times, indeed, the movement of 
funds from the Continent was strongly reinforced by a flight from sterling. 

The fear-motivated flight from other currencies to the dollar has been re- 
sponsible to a considerable extent for the movement of gold to this country. 
The demand for dollars which this movement entailed has been supporting, 
and even enhancing, the exchange value of the dollar against the tendency of 
the imports of gold to depress it. As will be seen later, it has been responsible 
for providing, in the movement of funds to this country, the principal means 
whereby the transfer of gold could be effected without great pressure on dol- 
lar exchange. 


The idea that foreign governments and foreign individuals have 


entered into a kind of conspiracy to saddle us with all the gold in 
the world at an exorbitant price, and then leave us holding the 
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bag, which is the impression Graham and Whittlesey would leave 
with most readers, is a rather astounding idea to be put forward 
seriously, and the quotation given above contradicts the view 
presented by the authors elsewhere in their own book. Of course, 
they realize that there are many countries besides this one that 
have a great stake in maintaining gold as a measuring-rod for cur- 
rency, and that for psychological reasons, if for no others, there 
may be some usefulness in maintaining some sort of gold standard. 
My own view coincides with that of Dr. Goldenweiser, as ex- 
pressed in his article, that the solution of these problems depends, 
after all, upon developments in many fields other than that of 
monetary arrangements. It is not to be expected that in a world 
of disorder there can be satisfactory fiscal or financial conditions. 
It is perhaps, from one point of view, correct to say that by taking 
gold at $35 an ounce, we have paid subsidies to the rest of the 
world in lieu of making foreign loans. On the whole, I should say 
that, if this is so, it has been worth our while. It may turn out, 
however, that in the long run we shall not suffer even a nominal 
loss. In any event, even if we did pay a subsidy to foreign coun- 
tries, this subsidy has proved a valuable and necessary stimulus 
to our export trade during a period when the flotation of foreign 
loans in this country was not possible and during a time when the 
whole world-economy was shrinking. 

Graham and Whittlesey give a valid and good description of 
the dangers likely to arise from the large accumulation of gold in 
this country. No one questions the possibility of inflation occur- 
ring at some future date as a result of the extension of credit of 
astronomical proportions. It does not seem entirely fair, how- 
ever, to ascribe this situation as being due to our taking gold in 
settlement of international balances. The fundamental causes lie 
much deeper. They are connected with the economic maladjust- 
ment existing in practically every part of the world. In other 
words, the gold accumulations are a symptom of a disease rather 
than the disease itself. 

It may be well to state that I have much sympathy with Mr. 
Aldrich’s proposal that this country permit again the private pos- 
session and free circulation of gold. I do not believe such action 
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would solve any fundamental problems, but it would make more 
difficult further tinkering with the gold content of the dollar. It 
would also enhance confidence in our monetary unit and would, 
to some slight degree, relieve the pressure on the government of 
the “‘golden avalanche.” I question whether the actual withdraw- 
al of gold would amount to more than $500,000,000—if that 
much. There is some slight danger that we might, by thus sta- 
bilizing the dollar, relinquish a weapon which we might wish to 
use at some later period, but, on the whole, I should say that the 
benefits, if Mr. Aldrich’s proposal were to be accepted, would out- 
weigh the dangers, even though I do not rate the former quite so 
highly as Mr. Aldrich evidently does. It might also be pointed 
out that if Mr. Aldrich’s proposal were being seriously discussed 
in Congress, it might create in the minds of financial leaders 
abroad new doubts as to our future policies in respect to gold and 
thereby, at least temporarily, lead to 4 greater influx of gold into 
this country than ever before. 

Nearly all writers will agree on this: There is no single simple 
solution of the present monetary problems of the world. Pre- 
sumably, if and when world-economy convalesces and this coun- 
try resumes investing and lending abroad, it will be found that the 
gold problem will cease to be a problem, because price-levels will 
rapidly adjust themselves, and the gold inflow will cease. The 
belief that there is some panacea which, overnight, would cure all 
our economic ills has been the underlying fallacy of many of our 
governmental acts in recent times. The constant effort to catch 
the rainbow has led us on and on, and it is high time that it be 
realized that in this world of ours sins committed against the na- 
tional economy bring suffering to innocent and guilty alike, much 
as do other sins. If we and the rest of the world are to prosper, it 
is essential that, having become a large creditor-country, whether 
in reality or merely potentially so, we must get rid of the psychol- 
ogy which is characteristic of the people of a large debtor-coun- 
try. We were probably the largest debtor-nation for about 150 
years, and the change has come so suddenly that we have not been 
able to adjust our thinking to it. Undoubtedly, we are more near- 
ly self-sufficient than any other country on the face of the globe, 
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and we could get along better without foreign trade, foreign in- 
vestments, and the like than can any other people, but if we in- 
sist on having high tariffs and thus reducing imports, and if we 
refuse to make loans to, and investments in, foreign countries, 
there will be a constant diminution of international trade, already 
threatened by many other developments. If we continue to as- 
sume that we are the only altruistic people and all others are lying 
in wait to cheat and swindle us, we shall withdraw more and more 
into our shell and pursue, as far as such is possible, strictly isola- 
tionist policies. This will unquestionably cause much suffering 
in the rest of the world, more than here, but we also shall not be 
spared. 

If I were to preach a sermon on this, I should take my text from 
the twelfth chapter of Luke: “For unto whomsoever much is giv- 
en, of him shall be much required: and to whom men have com- 
mitted much, of him they will ask the more.” 











THE RATE OF CAPITALIZING RAILROAD EARN- 
INGS TO ESTABLISH A VALUATION FOR 
PROPERTY TAXATION’ 


NEIL H. JACOBY? 


I. THE PROBLEM 


HE purpose of this note is to discuss very briefly the 

application of the theory of investment valuation to the 

following subjects: (1) the appropriate rate at which 
railroad earnings should be capitalized to determine a valuation 
for property taxation, (2) the factors determining this rate, (3) 
the factors that may make the rate of capitalizing railroad earn- 
ings differ from those applicable to, other industries, (4) the fac- 
tors that may make the rate vary as between railroad companies, 
(5) the variation of the rate through time, and (6) the techniques 
for determining the proper rate of capitalization in definite cir- 
cumstances. 

This assignment is hardly modest in scope, and the results of 
no extensive research are presented herein. An endeavor is made 
merely to put the problems in their proper framework and to 
describe a method of approach to them rather than to present 
a series of solutions. These questions involve some of the most 
controversial problems of economic theory. Moreover, acute ac- 
counting and statistical difficulties are encountered in the practi- 
cal application of any theory to particular cases. 

If these problems are difficult, they are also important. Whether 
good or bad, valuations of railroad property for tax assessment 
must somehow be established. Physical “‘rail-and-spike” apprais- 
als of property and computations of stock-and-bond valuations 
from security quotations—two traditional methods of determin- 

t The substance of this note was originally presented at a round table on ‘‘Pros- 


pects for the Railroad Industry,” October 17, 1939, during the Thirty-second An- 
nual Conference of the National Tax Association at San Francisco, California. 


2 Assistant professor of finance at the School of Business of the University of 
Chicago. 
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ing the values of railroad property—have deficiencies well known 
to practitioners in the field. Consequently, it is desirable that the 
theoretically more satisfactory method of determining value by 
capitalizing forecasted earnings appears to be coming into greater 
prominence. That state assessment agencies and railroad tax offi- 
cials are still apprehensive concerning valuation by this method 
is, however, indicated by their failure to make it the sole method. 
In nearly all states valuation by capitalization of forecasted earn- 
ings is only one component in the formula by which the railroad 
assessment bases are determined in practice. 

Certain conventions appear to have become established in using 
the method of valuation by capitalizing forecasted earnings. In 
the first place, an average of five years’ earnings is usually taken, 
instead of the earnings of one year, of ten years, or of some 
other period. While this practice is, of course, an attempt to get 
at “normal” earnings and to eliminate the effects that business 
cycles have upon the earnings of any single year, one may ask 
what logical basis is there for using a five-year average in lieu 
of an average of earnings over some other period? 

In the second place, the prevailing practice of tax adminis- 
trators is to fix the rate at which forecasted net earnings are 
capitalized at 6 per cent. Use of this figure probably may be 
traced back to the Transportation Act of 1920.3 It will be re- 
called that this law required the Interstate Commerce Commis- 
sion to fix such railroad rates as would enable the railroads to 
earn a “fair return’? upon the property used in transportation 
service. The act itself prescribed a fair return of 53 per cent of 
property value for the two years beginning March 1, 1920, and 
it permitted the Commission to add thereto in its discretion not 
more than another one-half of 1 per cent “to make provision in 
whole or in part for improvement, betterments or equipment.” 
In the increased rate case of 1920 the full maximum 6 per cent 
was used as a basis of calculations by the Commission. After 
March 1, 1922, when the Commission came into full control of 
the railroads, the rate was fixed by the Commission at 5$ per 


3 Transportation Act of 1920, sec. 15a. 
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cent. Yet the Commission observed in taking this action that 
a return of 53 per cent, representing an aggregate net railway 
operating income after deducting federal income taxes, would be 
approximately equivalent to a 6 per cent return out of which 
federal income taxes were payable.‘ Hence, 6 per cent remained 
the dominant concept of a fair return upon investment in rail- 
road property. This figure has since had built up around it some- 
what the same aura of stability and permanence as the much- 
advertised returns on real estate bonds during the 1920’s—“‘six 
per cent with safety.” 

Unfortunately, the carriers have not since 1929 come near to 
earning the allowed 5% per cent limit, and under present condi- 
tions any controversy over its “fairness” is very unlikely indeed. 
Hence, the issue of what is a fair return upon railroad property 
has not been presented to the Commission for redetermination. 
The 5% per cent (or 6 per cent) standard has remained unchanged, 
although recently some state tax-administering authorities have 
been disposed to lower this rate. Meanwhile, the whole tempo 
and character of our national economic system, not to mention 
the financial status and prospects of the railroad industry, have 
changed fundamentally. It is not inappropriate, therefore, to ask 
whether a 5% or 6 per cent capitalization figure is as properly 
applicable in 1940 as it was in 1920. Indeed, were these rates 
every proper?’ This has not itself been demonstrated, so far as 
the writer knows. 


Il. THE VALUATION OF PRODUCTIVE PROPERTY IN GENERAL 


Eeconomic theorists and valuation experts are generally agreed 
that the value of any durable physical asset or property devoted 
to productive purposes is merely the sum of all the net incomes 


4 See H. B. Vanderblue and K. F. Burgess, Railroads, Rates, Service and Manage- 
ment (New York: Macmillan, 1923), pp. 322-23. 

5 It should be noticed that when the Interstate Commerce Commission deter- 
mined 5? per cent to be a fair return upon investment in railroad property it already 
possessed railroad property valuations arrived at through physical appraisals. The 
fact that it fixed 5? per cent as a fair return upon these property values does not 
necessarily justify the inference that it would capitalize prospective earnings at 53? 
per cent in order to determine railroad property values. The latter values would 
only be equal to those established through physical appraisal by accident. 
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it gives off in the future, each of which is discounted to the present 
date at the appropriate rate of interest. These periodical net in- 
comes are, of course, ‘‘net” in the sense that they represent sur- 
pluses left over after provision has been made for depreciation, 
depletion, or other forms of capital replacement, however these 
items may be labeled by the accountants. 

“Discounting” future net incomes and summating them to ob- 
tain a present capital value comes down, of course, to the same 
thing as “capitalizing” a given annual net income into a capital 
value. For example, the same present-value figure is obtained by 
“discounting”’ to the present, at 6 per cent interest, an endless series 
of net incomes of $100,000 receivable annually, as is obtained by 
“capitalizing” $100,000 at 6 per cent. Theory thus makes “short 
shrift”’ of the matter of valuing productive property. Obviously, 
the real problems arise in applying this theory. They are: first, 
to determine the most probable future net incomes that the 
property will yield; and, second, to determine the appropriate 
interest rate at which these most probable net incomes should be 
discounted to the present. Let us examine these problems briefly 
in turn. 

III. DETERMINATION OF MOST PROBABLE 
FUTURE NET INCOME 

The determination of the most probable future annual net 
earnings from the property or business to be valued presents 
vexing problems. Essentially, they are problems of long-term 
forecasting. These issues are not examined here in detail. It will 
be assumed that by some satisfactory method the most probable 
net earnings are determined, and the only problem is to find the 
proper rate at which they should be discounted or capitalized. 
One may, however, comment on two points relating to methods 
of determining future annual earnings. 

The ‘‘net incomes” that should be capitalized or discounted to 
establish railroad property values would appear to be most closely 
approximated by the item “railway net operating income” in the 
standard accounting terminology prescribed by the Interstate 
Commerce Commission. Providing that only “reasonable” ex- 
penditures for maintenance of way, structures, and equipment 
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have been charged against railway operating revenues’—and this 
is important since railroad managements have wide discretionary 
powers to swell or reduce reported net railway operating income 
by ‘“ploughing-back” varying amounts of gross revenues into 
maintenance—net railway operating income comes closest to giv- 
ing the net income realized from the investment in property de- 
voted to transportation. This is the value which we desire to 
determine. Inclusion of “other income” from investments or 
other sources in the income figure that is capitalized would appear 
in most cases to distort the valuation. When we speak of “net 
income,” then, we shall mean approximately “railway net operat- 
ing income” after “reasonable” maintenance charges have been 
deducted. 

Another comment relates to the method of forecasting most 
probable future net incomes. There is no theoretical difficulty in 
forecasting future annual net incomes differing from one another 
in each future year, obtaining present values for each, and sum- 
mating them to obtain a capital value. But in practice it is con- 
venient (and customary) to regard future annual net income as 
a constant amount per year. The procedure usually is to average 
past earnings in good years and bad to obtain a “normal”’ esti- 
mated future annual earning power of the railroad and then to 
capitalize this amount at some selected rate. Often the average 
annual earnings for a past period—usually five years—are simply 
assumed to equal normal annual earnings in the future. A more 
refined procedure is to adjust the average of actual annual net 
income for the last five years for forecasted changes in such fac- 
tors as freight rates, traffic, volume, and wage levels. The former 
method seems unduly crude. It is certainly not the most tenable 
assumption that past experience will be duplicated in the future. 
But this method also involves a more serious error. 

Presumably, the purpose of using a five-year average of annual 
net incomes is to eliminate the effects upon railroad net operating 
income, and therefore upon property valuation, of cyclical swings 
in business. If this is the object, then the average should include 

6 “Reasonable” in the sense that they actually provide for preservation of the 


properties in the same state of efficiency at the end as at the beginning of the ac- 
counting period. 
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at least the number of years contained in a complete major busi- 
ness cycle. For an average of less than this number of years will 
not eliminate the effects of cyclical influences upon the normal 
net income. For example, valuation in 1930 of a railroad upon 
a basis of average earnings during the prosperous five years 
1925-29 would have been much higher than if an average had 
been taken of earnings in the ten years 1920-29. And if the en- 
deavor is not to eliminate cyclical effects, why average annual 
net incomes at all? 

Admittedly, the number of years from peak to peak or from 
trough to trough of business cycles in the United States has varied 
considerably. Yet there is substantial agreement among profes- 
sional students of this phenomenon that the normal period of the 
so-called minor or short cycle is three and a half years, and of the 
major or long cycle about nine to ten years.’ Elimination of all 
cyclical influences would, therefore, appear to call for an average 
of at least nine years’ net incomes rather than the customary 
average of five years. 

The whole theory of capitalizing an average of net incomes 
over any period of years in order to eliminate cyclical influences 
upon values may itself be questioned. State assessment laws al- 
most uniformly contemplate annual valuations of property as of 
the assessment date and the application of annually determined 
tax rates to these values. To the objection that valuation of a 
railroad’s property by capitalizing the net income of a single 
year would produce tremendous fluctuations in value, and there- 
fore in tax payments, there is at least one good answer. State 
assessing authorities do not seek to eliminate cyclical influences 
upon other real estate values. Why should an exception be made 
for railroad property? 


IV. DETERMINATION OF THE PROPER RATE 
OF CAPITALIZATION 
Determination of the proper rate of capitalizing or of discount- 
ing estimated future net incomes raises even greater difficulties 
than those mentioned heretofore. It appears helpful to follow 


7 See, e.g., Joseph A. Schumpeter, Business Cycles (New York: McGraw-Hill, 
1939). 
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the theory of investment value and to think of the capitalization 
rate applicable to any business firm or industry as composed of 
two elements: first, the pure interest rate or rate of return 
yielded by a perfectly riskless investment, i.e., “riskless” in the 
sense that the most probable future net incomes are certain to 
be received; and, second, a risk premium, or rate of return over 
and above the pure interest rate which compensates the investor 
for assuming the risk that the most probable estimated return 
from an investment will not in fact be received, or that the capital 
invested will not be preserved. For example, a very speculative 
twenty-year, 4 per cent bond sells at 40 to yield 12 per cent to 
maturity. If the pure rate of interest is 2} per cent, then risk- 
premium rate on this bond is 93 per cent. 

The pure interest rate-—Probably the closest approach to risk- 
less investments from the point of view of dollar return are direct 
obligations of the United States govérnment. The yields to ma- 
turity of long-term United States Treasury bonds have averaged 
about 2.3 per cent so far during 1939, which is probably as good 
an approximation to the current pure interest rate level as we 
can obtain.* Yields of high-grade, long-term corporate bonds are 
somewhat higher than on governments, reflecting the higher rate 
at which the returns therefrom are “‘capitalized.”” The difference 
in capitalization rate measures the risk-premium rate. Invest- 
ments in wildcat oil wells and unproved gold mines carry a very 
‘high rate of earnings capitalization, obviously because of the 
large magnitude of the risk-premium element. 

The factor determining the rate of pure interest in a competi- 
tive economic system is usually conceived to be the marginal 
productivity or efficiency of capital in creating additional goods. 
While no conclusive proof is present, it appears probable that the 
trend of the long-term pure interest rate in the United States 
has been downward during the past several decades as a result 
of the declining rate of our national growth. This decline is pre- 


§ It may be objected that exemption of income from United States obligations 
from income and certain other taxes gives them extra value, and without such exemp- 
tion their yields would be higher. This is not denied; but for present purposes the 
trend of pure interest is of more interest than its absolute level. 
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sumably the result of the slackening of immigration, lower birth 
rates, lack of new geographical frontiers, growing imperfections 
in competition, greater price rigidities, and other factors. We 
know that yields on United States government bonds have fallen 
by at least 2 per cent per annum since the World War, if we pay 
attention to secular (long-term) trend and disregard the effects 
of the business cycle. Prominent economists have suggested that 
the United States will continue to experience a slackened rate of 
growth and that future demands for investment funds resulting 
from development of new capital-consuming industries will fail 
to expand as rapidly as supplies of such funds seeking invest- 
ment.’ If this is true, the pure rate of interest will continue to 
fall as a long-term matter, and the rate at which the net incomes 
of property and capital goods of the economic system in general 
should be capitalized has fallen and will continue to fall. In other 
words, the same income will justify higher capital values. Cer- 
tainly, there is much evidence to support this thesis. One segment 
of evidence is that common stocks appear to sell at a normally 
higher number of times their annual earnings or annual dividends 
than they did fifteen or twenty years ago, cyclical influences being 
disregarded. Few people would argue that common stocks are 
worth only “‘ten times earnings,” a dictum that was taken as al- 
most an axiom during the 1920’s. 

The risk-premium rate-—Acceptance of the proposition that 
the pure rate of interest has fallen in the last two decades, and 
will continue to fail, does not necessarily entail that the rate at 
which railroad earnings should be capitalized should be reduced. 
It is necessary to consider also the other component of the capital- 
ization rate, namely, the risk-premium rate. Changes in this com- 
ponent may either reinforce or offset those in the pure interest 
rate. 

All firms and industries are assumed to be constantly in com- 
petition for new capital. Those which offer the greatest prospec- 
tive returns, in relation to the risks assumed by the investor, 
will attract new investment. When one inquires as to the long- 


9 See, e.g., Alvin H. Hansen, Stagnation or Full Recovery (New York: Norton & 
Co., 1938). 
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term trend of the risk-premium rate for the railroad industry he 
must, therefore, ask whether the prospective schedule of risks in 
this industry has increased, or is increasing relatively to prospec- 
tive risks in other industries. There would appear to be much 
evidence to support the proposition that it has in the past in- 
creased and continues to increase.*® The secular decline in the 
volume of “heavy” goods transported, resulting from the sub- 
stantial completion of the nation’s industrial plant and housing 
facilities, and the tendency toward localization of heavy indus- 
tries, together with the development of competing forms of pas- 
senger and “light goods” transportation, have all produced a 
well-recognized adverse effect upon the rate of return to railroad 
investment. In other words, these factors should be expected to 
have increased the risk premium which investors demand before 
placing their capital in railroad property. In so far as this ac- 
tually has occurred, these factors alone should have tended to 
increase the appropriate rate at which railroad earnings should 
be capitalized. They serve to offset to some extent the decline 
in the pure interest rate. 


V. RATES AT WHICH RAILROAD EARNINGS HAVE 
BEEN CAPITALIZED 

Statistical evidence bearing out the preceding theoretical argu- 
ment is woefully inadequate. The present writer has made no 
effort to perform the extensive task of compilation and analysis 
of the data. Yet some pertinent evidence on the rates at which 
“net railway operating income’”’ for all Class I carriers has in fact 
been capitalized by the investment community in the past is 
available without extensive research. A rough comparison may 
be made of (a) consolidated annual net railway operating income 
of all Class I railroads with (b) the estimated average total market 
value of the securities of these railroads for each year in the past 
decade. In this comparison annual net railway operating income 
has been taken as reported by the Interstate Commerce Commis- 


1° The temporary effects of a ‘‘war boom,”’ which would materially benefit rail- 
road earnings and reduce risks in the short run, may be disregarded from the long- 
term point of view. 
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sion. The average annual values of all outstanding securities of 
Class I railroads is based upon reports of the New York Stock 
Exchange. Professor Lewis C. Sorrell, of the School of Business 
of the University of Chicago, has estimated that approximately 
75 per cent of the value of all securities of Class I carriers are 
listed on the New York Stock Exchange." Hence, the average 
total market values of railroad securities, as reported by the Ex- 
change, have been raised by one-third, and the resulting esti- 
mated total market value used as the denominator in the ratios. 
The results are given in Table 1. 

The figures indicate that, if the prices paid for the “floating” 
supply of securities of Class I railroads as a group are any guide, 
the rates at which railroad earnings have been capitalized in the 
years 1925-39 varied from 5.9 per cent in 1925 to 2.5 per cent 
in 1931, with a slight tendency to increase during the decade 
1930-39. These rates are unexpectedly low. One suspects that 
the investing community has been consistently “over-pricing” 
railroad securities on the expectation that the relatively high- 
earnings levels of the 1920’s would be regained with general busi- 
ness recovery. If investors have acted erroneously with this bias, 
if railroad security buying has in fact been “bad” instead of 
“good”’ buying, it would naturally depress the earnings capitaliza- 
tion rate somewhat below its “true” or rational level and produce 
unwisely high railroad property values. Even allowing for this 
factor, and for the crude nature of the calculations, the apparent 
willingness of investors to pay for railroad property a total sum 
of which the net railway operating income was only about 3.8 
per cent in 1939, strongly suggests that a 6 per cent capitalization 
rate is unduly large, and that 5 or even 4 per cent comes closer 
to being an accurate figure for the industry at large. By adding a 
risk-premium rate of only about 1 per cent to pure interest rate 
obtainable in riskless investment, investors apparently have re- 
garded the fundamental need for transportation in our economic 


1 See L. C. Sorrell, Government Ownership and Operation of Railways for the United 
States (New York: Prentice-Hall, 1937), p. 277. Professor Sorrell estimated that 
70 per cent of railroad bonds outstanding, 70 per cent of common stocks, and 87 per 
cent of preferred stocks are listed on the New York Stock Exchange. 
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system as resulting in relatively little risk that a given level of 
earnings would be realized. It would be valuable to know how 


TABLE 1* 
RELATION OF NET RAILWAY OPERATING INCOME TO 
MARKET VALUE OF ALL SECURITIES FOR 
CLASS I RAILROADS, 1930-39 
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* Sources: Interstate Commerce Commission, Siatistics of Rail- 
ways in U.S. (Bulletins of N.Y.S.E.). These data have been ad- 
justed by adding 25 per cent to the quoted amounts. 

t Markets values not computed by New York Stock Exchange. 

} Estimated. 


these ratios varied prior to 1925, but unfortunately the compila- 
tions of railroad security values by the New York Stock Exchange 
do not extend back beyond that year. 


It is important to notice that a conclusion that 6 per cent is 
too high a rate to capitalize railroad net earnings, in view of 
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available data, does not per se justify increases in railroad prop- 
erty tax assessments above current levels. Increases in current 
railroad assessments could be defended only if it is shown that 
the rates at which railroad net earnings are capitalized are rela- 
tively lower than 6 per cent in comparison with the rates at 
which earnings are capitalized in other industries to establish 
property valuations. It is not the absolute values of property in 
which the railroads or the tax-assessing officials are basically in- 
terested but the relative values. In this discussion we deal merely 
with the proper rate of capitalizing railroad earnings and how it 
has probably varied in the last twenty years or so, without con- 
sidering the same problem in relation to other forms of invest- 
ment. This latter task must also be performed before conclusions 
can be stated regarding alterations in assessed values of railroads. 

Another observation of the data in Table 1 concerns the rela- 
tive stability (i.e., relative to stock prices) of the capitalization 
rates through time, as compared with fluctuations in net railway 
operating income. It must be remembered that through the busi- 
ness cycle dividend rates are more stable than earnings rates, 
and dividends—both current and anticipated—are given much 
weight by investors in determining security prices. Hence, lower 
rates of capitalizing earnings were used by investors in periods 
of depression and higher rates during periods of prosperity. One 
infers that lack of great flexibility in the rate of capitalization used 
by tax-assessing officials would, therefore, not be a vital defect 
when it is remembered that in any case the chosen rate is subject 
to a wide margin of error. If the rate of capitalization is to be 
adjusted from year to year, the adjustment should be downward 
in depression years and upward in prosperity years. 

It may be objected that this method of determining the rate 
of capitalization of earnings for the railroad industry as a whole 
is really the stock-and-bond method of valuation. Why not, it 
may be asked, simply summate stock-and-bond values of a par- 
ticular railroad to obtain value, and conveniently evade the prob- 
lem of determining its net income and the proper rate of capitaliz- 
ing it? The answer to this argument is that summation of market 
values of stocks and bonds for an individual railroad involves 
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assumptions that are less tenable and is subject to more error 
than is the determination of a normal rate of capitalization for 
the whole industry by using the ratio of net railway operating 
income to market values of all securities. It appears more de- 
fensible to determine a normal rate of capitalization for the rail- 
road industry by this method, and then in valuing the property 
of particular railroads to adjust this rate for the individual differ- 
ences of a risk that are present, as compared with the risk pre- 
mium for the industry as a whole. 


VI. RATE OF CAPITALIZATION FOR PARTICULAR RAILROADS 
Obviously, when we pass from the rate of capitalization of net 
income of the industry as a whole to that applicable to particular 
railroad companies, a wide variation in the risk-premium com- 
ponent of the capitalization rate must be recognized. For ex- 
ample, it would seem clear that thé most probable normal future 
net income of such a carrier as the Rock Island has a lower prob- 
ability of actually being realized than that of the Pennsylvania or 
the Norfolk and Western. In addition to the factors of uncer- 
tainty affecting the whole industry, the Rock Island’s most prob- 
able normal earnings are affected by such factors as drought and 
other agricultural conditions. The risk that these most probable 
earnings will actually be realized is greater than for carriers not 
subject to such uncertainties, and this risk must be compensated 
for by a higher risk-premium component in the rate of return. This 
illustrates the flagrant inequity in the common practice of utiliz- 
ing the same rate of capitalizing earnings of all railroad companies. 
Some indication of the differentials in the risk premium as be- 
tween individual companies and the industry as a whole may, 
perhaps, be afforded by the differences in the rates at which 
capital funds are actually acquired by different railroads. Here 
a caution is necessary. A railroad with a very high ratio of debt 
to total capitalization (e.g., the Baltimore and Ohio) would neces- 
sarily have to pay a higher rate for additional loans than one with 
more conservative capital structure (e.g., the Norfolk and West- 
ern), even though the risks associated with investment in it were 
thesame. Hence, differences in loan rates paid by different railroad 
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companies would have to have that portion attributable to mere 
differences in capital structure eliminated, before they could be 
used to measure differences in the risk-premium rate. 

Application of the method suggested above means essentially 
that a tax-assessing authority has a better chance of giving a more 
accurate valuation to a railroad by using a normal capitalization 
rate for the industry, and then adjusting it through use of other 
data to an individual railroad, than it has by using directly the 
market values of securities of that railroad. The reasons are, 
first, the obvious difficulty of getting sales prices, or even price 
quotations, for many railroad securities; and, second, the treach- 
erous assumption that price quotations or even the actual prices 
at which an insignificantly small “floating supply” of a particular 
class of security was sold may be multiplied by the number of 
units outstanding to obtain the “fair market value” of the total 
issue. When this same process is applied to securities of the 
whole industry, however, a large part of these errors probably 
cancel out. The virtue of using as a base a normal capitalization 
rate for the whole industry, established by comparing net income 
with market value of all rail securities, is that this rate presum- 
ably represents the combined judgment of all investors in the in- 
dustry as to the level of future earnings and the risks associated 
with their realization. The burden of proof is certainly upon any 
tax-assessing authority to show that substitution of another rate, 
determined by itself, represents a better evaluation of these fac- 
tors. 


One cannot leave this subject without expressing the convic- 
tion that here is a fruitful field for further research—research that 
is of the highest intellectual interest and of the greatest practical 
value. It is to be hoped that the preceding observations may be 
helpful in connection with such investigation by taxing authori- 
ties and other persons dealing with the data of railroad valuation. 











































THE STORAGE AND ISSUANCE 
OF HOSPITAL SUPPLIES" 


NELLIE GORGAS? 
I. ANALYSIS OF THE PROBLEM 


HISTORY OF THE STORAGE AND ISSUANCE 
OF HOSPITAL SUPPLIES 


TOREROOMS are of particular importance in the hospital 
primarily because adequate supplies must be immediately 
available; life and death sometimes depend upon these sup- 

plies. No chances may be taken on vendors being able to deliver 
items without delay, for their own supplies may be exhausted, or 
weather conditions, labor troubles, and traffic delays may inter- 
vene. Storerooms save the hospital purchaser from resorting to 
hand-to-mouth buying which would prevent him from taking ad- 
vantage of quantity discounts. Since the most economic quantity 
to purchase is seldom the same as the most economic quantity to 
produce, the producer is anxious to favor the customer who can 
and will buy a quantity which it is economic for him to produce, 
and so he will grant a discount for these larger purchases; but, if 
storage facilities will not allow for this quantity’s being adequate- 
ly cared for until such time as it is used, the value of the saving is 
nullified or even turned into a loss. . 

The value of the contents of these hospital storerooms is likely 
to be very high; as much as $100,000 worth of goods is carried in 
some of the larger institutions. At least $12,000 or $15,000 is tied 
up in inventory in most 150- or 200-bed hospitals. Approximately 
50 per cent of the hospital’s expenditures are for supplies, and 
MacEachern states that more money can be saved or lost by lack 
of control of these expenditures than anywhere else in the hospi- 


Substantially a dissertation submitted to the School of Business, June, 1937. 


2 Assistant to the Dean, Division of Biological Sciences, University of Chicago, 
and Assistant to the Director, University of Chicago Clinics. 
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tal. Since this inventory represents money, the administration 
must safeguard it from waste, damage, and misuse. Full details 
concerning its value must be available in case of fire or theft, or if 
for any reason it is necessary for the institution to raise funds. 
The correct compilation of financial statements also demands 
that accurate information be at hand regarding the supplies in 
stock. 

Purchasing efficiency is dependent upon well-organized stores 
for information with regard to probable future needs, turnover of 
materials, the initiation of purchase requests, the determination 
of economic purchase units, care of material and elimination of 
waste, and pricing and costings, so as to afford statistics on per- 
formance of each of the departments concerned. 

Almost universally when the question of stores is discussed 
among hospital administrators the complaint is made that their 
space is entirely too limited. Few architects seem to have pro- 
vided space enough in the beginning, and, in the few cases where 
they did, new developments in the field have required new space, 
and stores have been turned into “cash-income-producing”’ units. 
Little attention seems to have been paid to the fact that, while 
stores may not produce cash income, they may materially reduce 
cash expenditures. 


THE OBJECTIVES OF THIS STUDY 


This study has been made with two objectives in view. First, 
the determination of what the storage requirements are for dif- 
ferent-sized institutions if they are to be in a position to make 
economic purchases. This means not only the actual square- and 
cubic-foot requirements per hospital bed but also the best loca- 
tion for such space, the special characteristics needed in such 
space in the way of light, heat, air, and humidity, the most satis- 
factory type of equipment to be used, and the proper contents for 
the various divisions of the stores. The second objective is the 
determination of what is best in the way of organization, policies, 
methods and procedures, and forms to be used in the storeroom 


3 Malcolm T. MacEachern, Hospital Organization and Management (Chicago: 
Physician’s Record Co., 1935), p. 704. 
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to achieve adequate and facile distribution of supplies and suf- 
ficient controi to insure their economic use. 


THE METHOD OF APPROACH 
The approach to the problem has been made by way of a care- 
ful search through the literature available on the subject, by a 
survey of several hospitals, through questionnaires, and by inter- 
views with some of the leaders in the field of hospital administra- 
tion in order to study and analyze the policies involved, the types 
of organization in use, the facilities being provided and those 
deemed desirable, and the procedures and methods in force for 
ordering, issuing, and keeping records of supplies. The material 
collected has been grouped into four divisions; namely, policies, 
organization, facilities, and methods and procedures, each of 
which is discussed in a separate section. The conclusions arrived 

at are presented in Section VI of this article. 


II. POLICIES INVOLVED IN STORAGE AND ISSUANCE 
WHAT ARE THE MAJOR POLICIES 


The objectives to be accomplished in the storage and issuance 
of hospital supplies are definitely stated in the following major 
policies. First, that there shall be adequate supplies for all occa- 
sions so that service need never be interrupted because of lack of 
materials; second, that these supplies shall be so cared for that 
there shall be no wastage through damage, oversight, or needless 
handling; and, third, that there shall be provided ample space to 
allow for the purchase of supplies in economic quantities, thus 
reducing the cost per unit, the transportation and handling costs, 
and the time and labor connected with the frequent need to 
replenish stock. 

WHO IS RESPONSIBLE FOR DETERMINING POLICIES 

The responsibility for formulating policies lies squarely with 
the board of trustees or directors of the hospital. Policies must be 
sharply defined and carefully stated. While the more important 
general policies are always decided upon by the board itself, 
usually after suggestion and consultation with the superintendent, 
authority is generally delegated by the board to the superintend- 
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ent to set the less-important ones himself, presumably after con- 
ference with his department heads or with others best able to help 
him. This delegation of power is made on the assumption that he 
will bring to the board’s attention all questions of policy which 
warrant their consideration. 


WHAT GENERAL POLICIES MUST BE DETERMINED 
HOW MUCH CENTRALIZATION SHALL BE EMPLOYED 

Centralized stores have many advantages. They place all sup- 
plies in one location so that there may be no confusion in finding 
the right store for each item. Duplication and hoarding are elimi- 
nated, and co-operative use of expensive items is fostered. Uni- 
tary responsibility usually results in better care of material. With 
stores widely dispersed, supervision is difficult, but centralization 
allows for ready supervision by a well-trained individual. Econ- 
omy in time and labor costs is accomplished because workers 
highly skilled in other lines are left free to devote their entire time 
to their own business, while the stores are efficiently managed by 
a specialist and his carefully selected and trained aids. The space 
requirements and inventory investments are reduced, and stand- 
ardization of items throughout all divisions in the hospital is 
encouraged. Furthermore, chances for error are diminished be- 
cause fewer persons are involved in handling and accounting for 
materials, and those few are better trained and more carefully 
directed. 

It is generally conceded, however, that if the quantity of ar- 
ticles used exclusively in any one department justifies it, a branch 
store may be established. This is common in the case of food and 
drugs. Many authorities feel, however, that in such cases the 
control of the supplies should still remain with the central store- 
keeper rather than with the dietitian or the pharmacist, for good 
business procedure requires that for purposes of check and balance 
no department head should completely control his own supplies. 
They should be issued to him on requisition. 

The board must determine what plan is best for its particular 
hospital and decide how much, if any, decentralization shall be 
allowed and must instruct the superintendent accordingly. 
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WHO SHALL BE IN AUTHORITY 


Since the superintendent is always held by his board as ulti- 
mately responsible for the provision and care of supplies, all pur- 
chase orders should be signed by him or his representative, and 
all requests for issues should be properly authorized and be sub- 
ject to alteration or rejection by him or his representative, for it 
is only natural for the department head to be governed by per- 
sonal desires. Also the superintendent is usually the first to know 
of prospective changes which will affect the need for various items 
and is, therefore, best able to prevent unnecessary purchases. 

If the institution is of sufficient size to warrant the employment 
of a storekeeper, authorities agree that all stores should be under 
the storekeeper’s immediate control and that he should be directly 
responsible to the superintendent or his representative. 

Since storage and purchasing are obviously closely interrelated, 
their combination has offered so rhany possibilities in the way of 
improved efficiency that Chapman pleaded for the combining of 
the storeroom activities and for the placing of stores records 
under the direct control of the purchaser.* MacEachern also be- 
lieves that the correlation of the purchasing department and the 
storerooms is essential. In many hospitals where the superintend- 
ent is himself the purchaser, this interrelationship is accomplished 
automatically. In others, the purchasing agent has been made the 
representative of the superintendent in charge of stores as well as 
purchases. 

If the purchasing agent is in charge of the stores, he is usually 
in a better position to take advantage of market conditions before 
his stock has become so low that he has to buy at any price. He 
may combine the orders for several departments, thus preventing 
duplication and so saving the time of executives in considering 
individual purchases. Moreover, through his more intimate 
knowledge of materials and their preservation, he may help the 
storekeeper by advice in methods of handling and storing the 
goods. But if the purchaser is given the responsibility, he must be 
given commensurate authority to manage the stores and issues, 

4 Frank E. Chapman, “‘A Place for Everything And,” Modern Hospital, January, 
1923, p. 81. 
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as well as the purchases, subject, of course, to the direction of the 
superintendent; and the storekeeper must be made directly re- 
sponsible to the purchasing agent. 


HOW MUCH ACCOUNTING SHALL BE DEMANDED 


An expert accountant should be employed to instal the account- 
ing system and devise the necessary forms and cards to provide 
an accurate record of all supplies received and issued, so that at 
all times the board may, if it wishes, know the amount purchased, 
the prices paid, and the amount used. The system should provide 
for holding the accounting office responsible for distributing sup- 
ply expense, paying all bills, and summarizing and certifying the 
value of supplies. The stores clerks should be under the direction 
of the accounting office, at least in so far as their records and 
reports are concerned, so as to insure the forwarding of proper and 
accurate information to that office. A simple but adequate pe- 
riodic report should be rendered to the board, based upon its 
specific requests for definite data. From time to time their wishes 
and needs for detail will vary, and the accountant will be asked 
to include different items, but only such information as is to be 
carefully analyzed and used should ever be collected. 

As a matter of policy it should be understood that a complete 
record of all purchases, including certification of receipt in satis- 
factory condition, shall be attached to the vouchers for payment 
and that prompt payment shall be authorized by the superin- 
tendent so as to give the institution the advantage of cash dis- 
counts. 

The American Hospital Association has approved the advis- 
ability of keeping perpetual inventories in all storerooms. To 
check these, physical inventories should be taken at least once a 
year, preferably twice, and in between times test inventories on 
items should be taken frequently. The board must decide as to 
how its inventory records shall be kept and verified. 

The board should also indicate on what basis it wishes to have 
its inventory valued. In some hospitals the market cost per unit 
is used, and the cost of supplies used is credited if some of the 
stock remaining was purchased at a lower price. This gives credit 
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where credit is due for judicious purchasing. In others, the aver- 
age cost per unit remaining is used, so as to make the valuation as 
near actual cost as possible. Usually, however, the last cost per 
unit is used, regardless of how many units are left from earlier 
purchases, and regardless of when the last purchase was made; 
this is probably the simplest way to calculate the value. During 
this study no indication was found that the practice generally ac- 
cepted in business of pricing inventory at cost or market, which- 
ever is lower, is followed in the hospital field. 


WHAT POLICIES MUST BE DETERMINED WITH REGARD 
TO THE STOCKING OF THE STOREROOMS 
HOW SHALL PURCHASE REQUESTS BE INITIATED 

The board should regulate the general procedure for procure- 
ment of supplies by establishing a few definite rules such as those 
following. All requests for the purchase of supplies shall be in 
writing and be properly authorized. The initiation of routine or- 
ders for replacement shall be the responsibility of the storekeeper, 
if there is one, but requests for items not previously stocked shall 
emanate from the department head who wishes the goods, and he 
shall personally justify, to the superintendent’s satisfaction, such 
additions. Since the best way to prevent using valuable space for 
slow-moving stock is never to let it be stocked, new items shall be 
added in the stockroom only upon the written approval of the 
superintendent, and then only in small quantities until usage and 
turnover have been determined. 

If the institution is large enough to require a special purchasing 
agent, he should be made responsible for the actual placement of 
all purchase orders on the basis of purchase requests approved by 
the superintendent. He should be encouraged to suggest advan- 
tageous purchases to the superintendent or department heads but 
not be allowed to place orders without proper authorization. If 
the purchasing agent can obtain satisfactory goods within the 
specifications submitted, he should be allowed to select the vendor 
on the basis of competitive bids. In the case of contracted pur- 
chases, the storekeeper should be authorized to request delivery as 
needed, without specific approval of the superintendent. 
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It may be decided as a matter of expediency that the purchas- 
ing agent may issue orders directly, without authorization from 
the superintendent, for certain items which have proved satis- 
factory over a long period of time and which are not affected by 
changes in medical practices or in economic conditions. Competi- 
tive bids on such items should be obtained at least once a year so 
that all vendors may realize that they must furnish fair values if 
they are to continue to receive the orders. If any question arises 
with regard to changes in specification of any of these items, the 
superintendent should request the purchasing agent to restudy the 
situation and consult with him before reordering. 


HOW SHOULD SPECIFICATIONS BE DETERMINED 

It should be clearly stated by the board that complete and ac- 
curate specifications shall be provided by all those initiating 
requisitions and orders. Accurate adaptation of purchases to 
needs results in better service and less wastage in altering or 
scrapping. Poor specifications result in friction, sometimes even 
in litigation, with the vendor; sometimes the purchaser must use 
the goods regardless of their suitability or must himself find an- 
other user or buyer. As far as possible all those concerned in the 
use of material should be consulted with regard to its specifica- 
tions before the order is placed and, if the specifications agreed 
upon are afterward changed, should be informed as to the reasons 
for such changes. 


HOW SHALL QUANTITIES BE DETERMINED 

Since the hospital has a very definite moral obligation to the 
patient to make the best possible use of its money for his care, 
there should be little excuse for speculation in stores; that is, for 
the purchase of large quantities in anticipation of possible price 
rises. The hospital’s money and the purchaser’s time should be 
devoted only to economic purchases in which all possible risks and 
all speculative profits are eliminated. 

The storerooms should function as adjuncts to the purchasing 
service by furnishing a basis for estimates which shall be as ac- 
curate as possible as to future needs, and thus prevent overages 
or shortages of supplies. The best method of accomplishing this 
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is by insisting that maximum and minimum quantities to be 
stocked be decided upon for as many of the stock items as possible. 

The board will know its financial resources and should deter- 
mine its policy on purchasing accordingly. If it is sufficiently 
affluent to buy on the basis of economy, the superintendent may 
be allowed wide latitude in determining the quantity to buy on the 
basis of economic purchasing. If cash is scarce, the superintend- 
ent should be instructed to buy only as absolutely necessary and 
in as small quantities as possible. 

Inventories kept at a minimum reduce the danger of spoilage, 
breakage, damaging, depreciation, and confusion from crowding 
of stock. Improvement in transportation and communication has 
materially reduced the need for large inventories. Hospitals situ- 
ated in large cities may be in such close connection with the sup- 
ply-houses that they do not need to keep a large amount of stock 
in any department. Immediate delivery on practically all articles 
for a private institution wherein a cumbersome requisition system 
is not in force eliminates.much of the problem, but, on the other 
hand, many institutions in more secluded and inaccessible loca- 
tions, or with a more intricate routine, are in a different position. 
The size of the inventory to be carried is usually inversely propor- 
tionate to the transportation and communication facilities. Possi- 
ble losses from inadequate supplies must be weighed against the 
costs of carrying the stock; namely, the loss of interest on the 
money invested and the value of the space required. Actual cash 
resources, current events and politics, market conditions, and 
economic trends inevitably affect the size of the inventory and 
must all be watched. The present price inflation is causing hospi- 
tal administrators to search diligently for extra storage space so as 
to take advantage of last-minute offers before prices rise for al- 
most every type of commodity. 

The size of the inventory is definitely a matter of policy to be 
set by the board. In the material collected for this paper it was 
found that inventories ranged from $25,000 to $83,000 in hospitals 
of approximately the same size and not widely different locations; 
this indicates the possible advantage of further study of this ques- 
tion. 
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A turnover of four or five is generally considered economic by 
purchasing agents. That is, if $20,000 worth of supplies are con- 
sumed in a year, $4,000 or $5,000 is sufficient to have tied up in 
stock in the stores at any one time. Turnover records will allow 
the purchasing agent to check on too frequent or too infrequent 
ordering. For economy, stock should be made up largely of fast- 
turning supplies, although some slow-moving items must be car- 
ried, their number depending on the location and character of the 
hospital. The superintendent should be specifically instructed by 
the board to eliminate any excess material as rapidly as possible, 
even where the salvage value represents a considerable loss on the 
original investment, because the value of the space it occupies is 
likely to outweigh the loss. 


HOW DIVERSE A STOCK SHALL BE CARRIED 


Only consumable supplies and small equipment for which there 
is a recurring need should be stocked. The superintendent should 
limit sharply the number of items in stock and weigh carefully the 
advantages of any additional items, for reduction in number will 
reduce the investment needed for stock inventory, decrease the 
labor in the stores, and simplify purchases. Competition has 
brought forth a great diversity in products in all fields, but co- 
operation among hospitals can and should accomplish much to- 
ward eliminating this by limiting demands to certain standards 
and discouraging needless variations. Buying in small quantities, 
even single units at times, may cost more per unit but will save 
loss caused by obsoleteness or waste, and so may be more economi- 
cal in the long run. Rubber goods are a very good example of this 
because of their tendency toward rapid deterioration. 

Standardization of items is universally accepted as good policy 
because it reduces extravagant diversification. One of Frederick 
Taylor’s great contributions to the business world was the sub- 
stitution of scientifically determined standards for those of acci- 
dental origin. But standards must be universally accepted to be- 
come of maximum value, because then they serve as an aid in com- 
munication by making specification easy. Buyer, seller, producer, 
consumer, supervisor, and worker speak the same language. 
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Standardization brings with it all the advantages of large-scale 
production. 

To the purchasing agent, standardization has many advan- 
tages. Inspection of goods in its final form is possible, and the 
purchase of accessories and repairs is facilitated. Cash benefits 
accrue because of the lower cost of production and distribution. 
There is greater care in procuring standard items, and these are 
generally of particular fitness because they have been produced 
on the basis of long experience by many buyers. Demand is di- 
rected by standardization into channels of simplification so that 
the producer can, through larger-quantity purchases, with a small 
investment in inventory and the opportunity to concentrate on 
fewer items, improve the quality and lower the costs of his prod- 
ucts, thus materially assisting the purchaser with his problem. 
Sizes, designs and styles, finishes or colors, and variations in 
qualities are becoming fewer as d result of the recent increases in 
standardization. 

It should, then, be a matter of policy for the superintendent to 
adhere to standards wherever possible. This involves two separate 
procedures: (1) the purchase of equipment and supplies in accord 
with the recommendations of the Committee on Simplification 
and Standardization of Furnishings, Supplies and Equipment of 
the American Hospital Association, and (2) the establishment of 
standard quantities at the point of consumption and of issuance. 
The standards recommended by the committee were arrived at 
with the assistance of the Division of Simplified Practice of the 
United States Department of Commerce, and they have material- 
ly reduced costs to the hospital. 

The work of this committee is still proceeding and is reported 
upon at each annual meeting of the association. Since the nation- 
al administration has reduced its appropriation for the Division of 
Simplified Practice, several large corporations and trade associa- 
tions have formed the American Standards Association to supple- 
ment the work of the division, and this new association is co- 
operating with the hospital association in the solution of its prob- 
lems. The chairman of the American Hospital Association Com- 
mittee on Simplification is a member of the special committee of 
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the American Standards Association, which is now investigating 
air-conditioning, woven cotton goods, and other pertinent sub- 
jects. Thus far standards have been set for hospital beds, linens, 
rubber sheeting, rubber gloves, steel bone plates and screws, 
plumbing fixtures, surgeons’ latex gloves, and surgical dressings. 
It is recommended that the superintendent familiarize himself 
with these recommendations if he has not already done so, by 
reference to the various committee reports. These standards are 
not legally enforced but depend purely upon the co-operation of 
all concerned; and the benefits to be obtained depend upon the 
degree to which standards are followed. 


WHAT POLICIES MUST BE CONSIDERED 
IN THE STORAGE OF MATERIAL 

The board should leave to the superintendent the details of the 
storeroom, but it should insist that he provide an adequate writ- 
ten procedure for receiving, distributing, storing, and issuing 
goods. This system should require that all supplies received shall 
be counted, weighed, and checked before acceptance. If possible, 
provision should be made for all goods to be received in one cen- 
tral location, thus preventing noise and confusion elsewhere. 
Whether or not material is to be tested before it is accepted must 
be decided as a matter of policy. Such testing allows the pur- 
chasing agent to refuse to accept substandards and eliminates 
waste but is costly and time-consuming. If business is done only 
with highly reputable firms, no difficulty should be encountered in 
later adjustments if the goods prove to be below specifications. 

If it is made a rule that all shipments of goods for return or re- 
pair shall be centralized in the storerooms, and if the storerooms 
are under the direct control of the purchasing agent, loss and dam- 
age may be reduced, and claim negotiations avoided to a larger 
extent. 

The board is responsible for seeing that the procedure to be in- 
stalled provides for efficient placing of supplies so as to have no 
waste of time in storing or issuing goods and no unnecessary de- 
preciation because of the improper care of supplies. Safe-guard- 
ing, both by physical means such as lecks and keys and by admin- 
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istrative procedures such as the requisition system, must be in- 
sisted upon as a definite policy. 


WHAT ARE THE POLICIES INVOLVED 
IN THE ISSUING OF SUPPLIES 

Although there are many opportunities for savings in purchas- 
ing and for elimination of waste in storing, probably the greatest 
extravagances occur in the issuing and using of supplies. While 
many institutions follow conscientiously the practice of issuing 
only on properly authorized requisition, the results are vitiated 
by the fact that the authorization has become perfunctory and 
the storekeeper does not have sufficient authority to alter or re- 
ject requests when they exceed reasonable limits of standards for 
a given percentage of occupancy. Except where the superintend- 
ent personally approves all issues, as is often the case in the small 
hospital, the storekeeper should be responsible for bringing to the 
attention of the superintendent all excessive requests, because 
absolute control of all issues must rest with the superintendent or 
his representatives. 

Nonconsumables, such as brooms, mops, brushes, and linens, 
should be replaced only when they have been inspected and 
judged unfit for further use. Redemption of these items by the 
storekeeper will help to prevent employees from pilfering half- 
used equipment. Furthermore, if the items have been dated when 
put into circulation, their redemption will provide valuable in- 
formation as to the relative length of life of various purchases. 

Units of issue should be so determined that small quantities 
may be supplied regularly and often. A fixed schedule of days and 
hours for issue should be arranged. Rush and emergency orders 
should not be allowed, for they hamper efficiency and complicate 
accounting; requiring the special approval of the superintendent 
for all emergency requests will discourage such orders. 


Ill. THE ORGANIZATION OF THE STORES DEPARTMENT 


By organization is meant the provision and grouping of physi- 
cal facilities, equipment, personnel, and procedures into a unit 
capable of attaining the objectives determined upon. The board, 
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having decided upon the general plan of action in its policies, as 
discussed above, must then see that strict attention is paid to pro- 
viding ample room for all the stores in the most advantageous lo- 
cation possible, with relation both to the receiving entrance and to 
the transportation facilities connecting with the ultimate points of 
consumption, so as to achieve maximum efficiency in time and 
labor. After that the proper equipment must be selected and ar- 
ranged so that all supplies shall be preserved carefully and han- 
dled as easily and as little as possible. Personnel must be selected 
and their duties, responsibilities, and authority relationships out- 
lined. 

Inasmuch as expenses for supplies amount to approximately 50 
per cent of the hospital’s annual cost of operation, the establish- 
ment of a separate department for the handling and preservation 
of these supplies seems justified unless the institution is so small 
that the full time of even one individual is not needed to perform 
all the functions involved. 





FUNCTIONS 


But regardless of who or how many are assigned to the task, the 
work always must include the four major objectives; namely, pre- 
serving, distributing, recording, and assisting in purchasing, as 
shown in Figure 1, which illustrates the functional organization 
of the stores department. With this chart in mind, the superin- 
tendent is fully conscious of what is involved and may divide the 
work on the basis of the training and abilities of the available per- 
sonnel, making revisions in the assignments from time to time 
as the occasion demands, but always being able to show to the new 
worker his particular task and its relation to the others in the de- 
partment. The insertion of the employees’ names on this chart 
turns it into the chart of organization. 


DEPARTMENTATION 


Even where complete centralization of control is accomplished, 
there must be departmentation practiced in the operation of the 
stores. The total space devoted to stores may be subdivided on 
the basis of function to be performed, commodity to be handled, or 
territory to be served. On a functional basis, there will be a sepa- 
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rate receiving space, a small office, general storerooms, and a dis- 
tributing area; on a commodity basis, there will be separate store- 
rooms for food, for drugs, or for medical and surgical supplies; or, 
on a territorial basis, there will be a separate set of storerooms for 
each floor, ward, or individual hospital unit. One may often find 
all three bases of division used within the same institution. Any 
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Fic. 1.—The functional organization of the stores department 


or all of these schemes may be logical in given circumstances, de- 
pending upon the space and personnel available, but the board, 
once it has decided the degree of centralization desired, must hold 
the superintendent responsible for determining and instituting the 
best scheme for their particular institution. 


RELATION OF STORES TO OTHER UNITS IN THE HOSPITAL 
The correlation of the stores is accomplished through the super- 
intendent. In the larger institutions, if centralized control has 
been adopted as a policy, the head storekeeper, under the super- 
vision of the superintendent, or of the purchasing agent, is re- 
sponsible for the stores as a whole and is one of the departmental 
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executives reporting along with all the other department heads to 
the superintendent and co-operating with the others for the effi- 
cient operation of the hospital. If a decentralized system is in 
use, the stores are under the immediate control of the various de- 
partment heads. A second glance at the chart of functions (Fig. 1) 
will show that inefficiency may easily result when a department 
head is expected to perform, or even only to supervise, all the 
functions in the stores department in addition to all the duties 
ordinarily included in his own work. 


PERSONNEL 


In the selection of personnel, the superintendent is responsible 
to the trustees to exercise due care and to attempt to draw in and 
retain in service the best available in the way of intelligence, hon- 
esty, conscientiousness, and steadiness. To waste time training 
poor workers is foolish, but to spend sufficient time training good 
ones is wise. No matter how well planned and equipped the store- 
rooms are, a poor store manager may seriously impair their effi- 
ciency, and results are likely to be worse than where an efficient 
manager is hampered by poor physical facilities. Careful training 
and encouragement toward self-development will make employees 
and their achievements of great value. The well-organized depart- 
ment provides for its own self-perpetuation by always having an 
understudy preparing himself to be promoted into each particular 
situation, thus keeping the organization alive and progressive and 
the morale good by advancements on the basis of merit. 


DIRECTION, SUPERVISION, AND CONTROL 


The motivation for good stores must come from the superin- 
tendent, who must be an inspiring leader capable of directing and 
obtaining intelligent action. A business-like atmosphere in the 
storeroom commands respect for economy on the part of the em- 
ployee. Direction in the way of planning improvements and pro- 
cedures, supervision by inspections and checking through reports, 
and control by a complete requisition system are essential. No 
matter how carefully a system may be planned, it will fail if the 
superintendent fails to see that clear directions are given, that 
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responsibility is fixed, and that personal checks are made periodi- 
cally. 

To control the supplies properly, the stores organization should, 
according to one writer, comprise the following factors, including 
facilities, personnel, and procedures: 


1. A purchasing agent who knows his field and buys intelligently 
2. Adequate, spacious, well-ventilated, clean storerooms with proper 
equipment 
. Ample refrigeration 
. Well-built storerooms for linens and blankets 
. Closets, storerooms, and refrigerators provided with good locks and keys 
. Reliable storekeeper to receive and check supplies 
. Accounting office for accurate check 
. Simple, comprehensive requisitions 
. Complete exchange system 
. Accurate stores record clerk 
. Regular monthly inventory ’ 
. Routine locker inspection 
. Inspection of parcels of employees reporting “‘off duty” 
. Holding personnel responsible for carelessness 
. Detailed reportss 


IV. FACILITIES REQUIRED FOR PROPER 
STORAGE OF SUPPLIES 


THE PROVISION OF ADEQUATE FACILITIES 

The board must provide adequate facilities to fit the particular 
needs of the institution. One cannot expect the adequate care of 
goods if the proper place and conditions are not provided. Re- 
ceipts cannot be adequately checked without scales and measur- 
ing and testing equipment; nor can they be controlled without 
simple, accurate records. Shelving, bins, iceboxes, and specially 
designed and equipped rooms are essential. Much time may be 
saved by having space ample to eliminate necessity for rehandling 
material. Time and thought spent in planning and installing the 
best facilities will be well repaid; otherwise, constant irritating 
makeshifts must be devised. Many an institution has, to its own 
inconvenience, found it necessary to supplement its own facilities 


5 E. Muriel Anscombe, ‘‘How Supply Control Can Effect Big Savings for Your 
Hospital,”’ Hospital Management, June, 1928, p. 42. 
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by using the basements of executives’ homes or old buildings in 
the vicinity for additional storage space. Where the hospital is 
connected with a medical school or university, storage facilities 
there may be used advantageously to augment the hospital’s own 
space. 

The organization of the hospital itself will determine to a large 
extent the requirements in type and quantity of supplies. A gen- 
eral hospital will need a greater variety of supplies than will a 
special hospital which handles only obstetrical, pediatric, or men- 
tal cases. Or, again, if the hospital operates its own laundry, it 
will not require as large a linen supply as it will if it is dependent 
upon a commercial laundry. But, regardless of individual differ- 
ences, there are certain supplies which are common to practically 
every hospital, and these differ widely in nature and hence in re- 
quirements for their preservation and are worthy of detailed con- 
sideration. 


THE DIFFERENCES INVOLVED IN COMMODITIES TO BE STORED 

The first step in determining what facilities are required is to 
list the items which must be in stock and analyze them carefully 
to see what is involved in the preservation of each. These items 
may be grouped as follows: food, linen, drugs, medical and surgi- 
cal supplies, stationery, general supplies, silverware, anesthetics, 
X-ray films, and coal and other fuels. Each group has its own 
characteristics which demand special care, as explained below. 

A. FOOD 

This group of supplies must obviously be subdivided, for it in- 
cludes many heterogeneous items. Usually five classifications are 
made: (1) bread and bakery goods, (2) milk, butter, and eggs, (3) 
fruits and vegetables, (4) groceries, and (5) meat, poultry, and 
fish. 

1. Bread and bakery goods.—These are almost always either 
bought or made at least once daily, and so the storage problem is 
reduced to having sufficient rack or table space to allow the goods 
to be spread out for a few hours to cool until they are served. If 
there are individual kitchens for the hospital units, the bread is 
usually delivered to them as soon as possible and is kept in air- 
tight tin bread boxes until used. A small closet off the bakery is 
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used quite commonly for storing until goods are sent to the floors, 
because then the heat from the ovens will be close enough to elimi- 
nate any dampness but not close enough to dry the goods too 
much before they are used. 

2. Milk, butter, and eggs.—These require refrigeration. Milk 
must be kept at a temperature of 38°-40°. In many cities where 
bulk milk may legally be used only for cooking, and where by 
law only half-pint or at best quart bottled milk may be used on 
the floor for drinking, the question of storage has been complicat- 
ed, for these bottles require more space than the large bulk con- 
tainers. Refrigerators of the “walk-in” type with shelving for the 
bottles are best. 

Butter may be bought in bulk for cooking and in rolls or pack- 
ages for serving. Market conditions and refrigerator area will de- 
termine whether it shall be bought in more than daily require- 
ments.° June butter is best for keeping. Oleomargarine should be 
bought on the same basis as butter. Lard may be bought in a one 
month’s supply but never should be kept longer. All these require 
40° refrigeration. 

Strictly fresh eggs should always be served to hospital patients, 


if possible.” Storage eggs may, however, be used for cooking pur- 
poses, and these should be kept at 32° with 85 per cent humidity. 
Some institutions are now using frozen eggs for cooking. These 
may be purchased under contract and called for as needed. They 
must be removed from the refrigerator and allowed to thaw grad- 
ually at room temperature before being used. Either yolks or 
whites or whole eggs may be purchased. 


6 In his article on “‘Storing Foods in the Hospital” (Modern Hospital, June, 1921, 
Pp. 513), Herbert C. Collins advocates that where feasible his solution of the butter 
problem be adopted. He buys in June an eight months’ quantity and puts the 
butter in a commercial cold-storage concern to be removed later in one month’s 
supply quantities. It is then worked over in the hospital kitchens and put into his 
own refrigerator for current consumption. 


7 Where it is not possible to use strictly fresh eggs, cold-storage ones must be 
served, but Collins in the article mentioned above suggests that these be watched so 
that the March and April eggs, which are the ones which keep best, be marked and 
used in midwinter, while the June eggs, which keep least well, be used first in the 
fall or early winter. Cold-storage eggs should be kept in clean wood cases with 
strawboard or wood-pulp-board partitions and no pine excelsior. At least one 
inch should be left between the cases to allow for circulation of air. 
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3. Fruits and vegetables—These require careful temperature 
and humidity control. Either common or cold storage may be 
used. That is, either a root cellar where temperature is controlled 
merely by insulation, or a refrigerator where mechanical or arti- 
ficial means are used. Cold storage or refrigeration is best for 
some fruits and must be used for other fruits and vegetables if 
common storage space is not available. In the refrigerator 32° is 
accepted as best for fruits and vegetables. For salads and the pres- 
ervation of other prepared foods a temperature slightly higher is 
better. 

A root cellar is less expensive and in some ways is a more satis- 
factory accommodation for fruits, vegetables, jams, jellies, mar- 
malades, preserves, and some canned foods than is cold storage 
and is well worth serious consideration in hospitals not so 
equipped.® 

Such a cellar must be well insulated to avoid sudden fluctua- 
tions in temperature and to prevent freezing. The length of dura- 
tion of temperature fluctuations is even more important than their 
degree, and since the smaller the room is, the greater will be the 
heat and humidity variations, as large a space as is feasible is ad- 
vised. Desirable features are extra storm doors, darkened win- 
dows for ventilation when necessary, a vent flue with damper for 
regulation in winter and summer, no steam, brine, or water pipes 
to heat or cool the room, and large doors at both ends if possible so 
as to allow the air to sweep through when desired and to permit 
easy entrance for barrels and trucks. The location should be near 
the receiving entrance. The floor should be concrete or dirt cov- 
ered with slats to allow for sprinkling when the humidity is too 
low. Humidity, while difficult to control, is vitally important be- 
cause it materially controls crispness, shrinkage and loss of weight, 
and flavor, as well as the length of time fruit and vegetables may 
be kept without damage. High humidity is required particularly 
for such leafy vegetables as lettuce, spinach, and celery, which re- 
quire from go to 95 per cent humidity, and practically all fruits 
and vegetables require at least 80 per cent. If the percentage falls 
too low, shrinkage occurs, but, if it rises too high, mold results. 


8L. M. Marble, ‘“‘Winter Storage of Fruits and Vegetables,” Report of Pennsyl- 
vania Stewards Association (Harrisburg, Pa., 1926), p. 461. 
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Since fruit and vegetables are living matter, they are constantly 
giving off heat, and this must be considered in temperature con- 
trol in the storeroom. Some, such as Bartlett pears, peaches and 
cherries, which have higher respiration rates than others, require 
more refrigeration to keep them at the desired temperature and 
so should preferably be placed in cold storage. Air circulation is 
important in fruit and vegetable storage in order to remove field 
heat and the heat from respiration. Containers such as crates 
which are slatted and open on all sides are better than baskets. 

It should be pointed out here that, for successful storage re- 
sults, only good-quality products should be purchased. They 
should be well grown, neither immature nor old and tough, and 
must be free from any injury caused by insects or disease and from 
bruises and cuts caused by careless handling. Stores cannot im- 
prove quality; they can simply preserve it and prevent deteriora- 
tion.? 

A temperature of from 32° to 42° and a humidity of from 80 to 
go per cent are best if there is to be only one division in the root 
cellar.’ If possible, however, it is recommended that there be 
three divisions in the common storage space because of the pe- 


culiarities of the items to be housed. If partitions are prohibitive, 
simply the allocation to particular parts of the room which are 
warmer or cooler or where additional sprinkling can be done will 
help.” 

a) A lower temperature, 32°—42°, and a higher humidity, go-95 
per cent, are best for beets, Brussels sprouts, cabbage, carrots, 
celery, endives, Jerusalem artichokes, lettuce, parsnips, radishes, 


9 If one has‘no facilities in his building for a root cellar, Collins, again in the 
above-mentioned article, has an ingenious suggestion based on an experiment in his 
own hospital where he constructed a satisfactory substitute in his own yard. A 
nine-inch pit with a wall extending a foot above the ground was built. A gabled 
roof of planks was constructed and covered with dry straw, manure, and cinders. A 
ventilating shaft was installed to provide for air circulation. 


© Circular 278 of the United States Department of Agriculture, entitled The 
Commercial Storage of Fruits, Vegetables and Florists’ Stocks, by D. H. Rose, R. C. 
Wright, and T. M. Whiteman, is a very comprehensive dissertation on the subject 
of temperature and humidity requirements. 


% The Marble Laboratories, Inc. (Canton, Pa.), have a number of excellent bulle- 
tins on the construction of storage space. 
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rhubarb, rutabagas, salsify, spinach, and turnips. Potatoes also 
require this higher humidity, but they are likely to sweeten if the 
temperature falls below 34° and so should never go into the icebox. 

b) A slightly higher temperature, 35°-45°, and a lower humid- 
ity, 80-90 per cent, are better for apples, cranberries, grapefruit, 
grapes, oranges, plums, quinces, raspberries, and strawberries, as 
well as certain vegetables such as broccoli, corn, leeks, cauli- 
flower, beans, and asparagus. Of course, some of these fruits may 
be kept only for a relatively short time under any circumstances, 
but others will last a considerable time if they are in good condi- 
tion when placed in storage. 

c) Bananas should never be kept in the refrigerator, for they 
chill at a temperature below 56°. Lemons, cucumbers, eggplants, 
melons, peppers, peas, sweet potatoes, and tomatoes keep best at 
from 50° to 55° with from 80 to 85 per cent humidity. Onions, 
pumpkins, and squash must be kept still drier, however, and, 
while a cool temperature is good for them, the dryness of the air 
is far more important. From 70 to 75 per cent humidity is op- 
timum for them. 

Some authorities suggest using a portion of the root cellar for 
canned goods, but others argue against this because of the rela- 
tively high humidity. Jellies, jams, marmalades, and preserves 
should be kept in one part of the cellar. 

4. Groceries.—These may be kept at ordinary room tempera- 
ture (i.e., 70°-80°), with a humidity of 45-55 per cent to avoid 
damage from moisture. No damp water pipes should go through 
the room, and extraneous odors should be eliminated as far as 
possible. In such a room may be stored the following: 


Bacon in glass Chili sauce Macaroni Sugar 
Baking powder Chocolate Mustard Spices 
Bottled drinks Cocoa Olives Tapioca 
Bran flakes Cocoanut Pancake flour Tea 
Bread flour Corn flakes Peanut butter Yeast 
Cake flour Corn starch Pickles (in glass) Oils 
Candy Egg noodles Rice Vinegars 
Canned goods Extracts Rolled oats 

Catsup Dried fruit Salt 

Cereals Gelatin powder _— Starches 
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The cereals, unless they are in cartons, will require bins of 
metal or wood lined with metal to keep out vermin, particularly 
weevils. The shelving must be easily cleanable and be scrubbed 
often to insure protection. Flour and meal may be kept either in 
sacks or barrels on platforms on the floor or in cartons on the 
shelves. In cartons they are, of course, more expensive, but they 
may be moved and inspected more readily than may heavy sacks. 
If sacks are used, care must be exercised continuously to see that 
rats and mice do not get into them. 

Oils and vinegars, if bought in large quantities, should be on 
platforms in barrels or casks. In small quantities they may be 
purchased in cans or bottles and stored on shelves. 

Sugar is highly perishable and must be watched closely because 
of its tendency to absorb moisture and odors. 

Tea and coffee should be kept in airtight metal containers. 
Coffee costs less if purchased in’ paper bags and will hold its 
flavor adequately if used within a few days. In larger institutions 
it is found profitable to contract for it in larger quantities and 
arrange for frequent small deliveries. For best flavor it should not 
be ground or pulverized until immediately before being used. 

Canned goods may be kept in this storeroom, but care must be 
taken with canned milk because it turns dark when it becomes 
overheated, and also, if it is left too long in one position, the cream 
separates. Cans of milk and also of meat should be turned over at 
least every sixty days. Because of the temperature factor, these 
should probably be kept in the root cellar, but in the driest part. 
Other canned goods might preferably be stored with the groceries. 

5. Meat, fish, and poultry.—These must be kept in cold storage 
with temperature ranging from 34° to 38° and humidity from 70 
to 85 per cent. Humidity is important in this connection because 
shrinkage occurs rapidly if the air becomes too dry. As high a 
shrinkage as 1.7 per cent within ten hours has been found to 
occur.” All foreign odors must be kept away, particularly those of 
carbolic acid, chlorine, turpentine, tar, and tobacco. It is a poor 
policy to let leafy vegetables be stored with meat, fish, or poultry. 


™R. J. Rehwinkle, ‘The Value of Refrigeration in the Hospital,’’ Hospital 
Management, August, 1936, p. 39. 
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Dried or cured meat and mincemeat should be kept in the re- 
frigerator. Most authorities are agreed that, if favorable arrange- 
ments can be made with packing concerns, it will be found that, 
while the per-pound cost of meat bought by carcass is undoubted- 
ly lower, actually the cost per edible pound will be higher than 
when purchased by the cut, because of the wastage and the 
butcher’s salary. This is particularly true if there is no outlet for 
the portions not needed for serving patients. 


B. LINEN 

A dry room (humidity 50-60 per cent and temperature 65°- 
70°), with plenty of shelving so that goods need not be crowded 
and constantly rehandled, is essential. If the hospital has its own 
laundry, the linen store should be adjacent so as to eliminate 
excess transportation and handling. Mattresses and pillows 
should be kept on iron-pipe rail racks and piled not more than one 
on a rack, thus allowing for free circulation of air. Blankets in 
particular must be kept free from dampness and so should be 
stored in the driest part of the storeroom, but they also require 
light to keep moths out of them. 


C. DRUGS AND PHARMACEUTICALS 
These should be in a well-lighted and well-ventilated room with 
humidity of 50-60 per cent and temperature of 65°—75°. Shelving, 
platforms for barrels and drums, a fireproof cellar below, and 
hoods and vents for the expulsion of odors are all essential. Water 
facilities, refrigerators, stills, sterilizers, hot plates, mixers, and 
bins for varisized bottles are also needed. 


D. MEDICAL AND SURGICAL SUPPLIES 

There has been much discussion within recent years concerning 
the advantages and disadvantages of a central supply-room in the 
hospital. There are difficulties involved in such centralization 
only when the architecture of the buildings is such that an un- 
reasonable amount of time is required in obtaining supplies and 
treatment trays from the central supply-room. A vertical type of 
building usually provides for quick transportation of supplies, 
while the horizontal type is very disadvantageous. 
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Some of the following suggestions for correct storage were found 
in the Hospital Yearbook for 1935." 

1. Rubber tubing is kept best on horizontal clothes rods six feet 
from the floor. A rack on castors will facilitate moving it to and 
from the sink for cleaning. The rubber must not be allowed to 
become too dry. 

2. Hypodermic needles should be kept in a dry place away from 
acids or reagents which tend to corrode or otherwise weaken the 
metal. Their care requires and merits patience. Needle points 
must be safeguarded by careful handling and attention to re- 
sharpening when necessary. 

3. Hypodermic syringes bought from a reputable company 
which maintains a repair service so that new barrels may be fitted 
to old plungers and vice versa will save money because a certain 
amount of breakage is unavoidable. 

4. Surgical gauze will be consefved if it is folded with uniform 
folds and even edges and wrapped to insure freedom from dust. 
Care in labeling it will prevent undue handling. One must take 
care to have the folds made correctly so that cutting will be 
facilitated. 


5. Plaster of Paris bandages must be kept at all times under 
cover in metal containers in a room free from steam and other 
sources of moisture. In winter the supply for immediate use 
should be kept in a warm room some time before it is used. 


E. STATIONERY.AND FORMS 
These require a dry room (humidity 50 per cent and tempera- 
ture approximately 70°) with plenty of shelving. Dampness 
causes wrinkling. Excess heat spoils the gumming on pads. Paper 
doilies, napkins, and tray covers should be kept in this same room 
because they are likely to shrink together if they become too 
damp, and time and material are wasted in attempting to separate 


them. 
F. GENERAL STORES 


General stores contain a great variety of articles, among which 
might be mentioned (1) clinical utensils for surgical purposes, for 


3 “Purchase of Supplies,’”’ The Hospital Yearbook (Chicago: Modern Hospital 
Publishing Co., 1935), pp. 1-48. 





THE STORAGE OF HOSPITAL SUPPLIES 197 


bedside care and therapeutic purposes, and for laboratory work; 
(2) glassware, which requires enough space so that the ware may 
be bought in corrugated paper wrappers and stacked in the wrap- 
pings rather than being delivered in barrels which are difficult to 
unpack; and (3) dishes and other housekeeping supplies. Soaps 
and dishwashing compounds ought to be kept in a cool, dry room 
(so-6o per cent humidity, and 65°-70° temperature). Oils and 
gasolines must be kept away from other supplies because of the 
contamination from odors and because of the danger of explosion. 
Paints present a fire hazard which must be guarded against by 
providing ample room for them, and separate metal bins or 
cabinets for paint rags, oily sticks, and waste. In storing castings 
and items of great weight, consideration must be given to location 
so that they will not have to be lifted or moved often. 


G. SILVERWARE 
For the storing of silverware Munson suggests that a room be 
chosen not adjoining ihe kitchen so as to avoid fumes, mois- 
ture, and heat, and that the room be large enough so that nothing 
has to be stored on top of any other item, for silver is flexible." 
Food refuse attacks the finish of silver, and it should be seen 


that none remains on the silver long. It pays to keep silver in 
good repair. Camphor in bulk should be kept with the silver be- 
cause it retards the tarnishing of the metal by sulphur from coal 
and by many other contacts. Probably the best place for silver 
being held in reserve is in the safe. It should at all events be un- 
der special lock and key because of its high resale value. 


H. OXYGEN, GASES, AND OTHER EXPLOSIVES 

Care must be taken with these items because they are highly 
sensitive to changes in humidity and temperature. Humidity of 
not less than 55 per cent must be maintained wherever they are 
stored or used. The rooms in which they are stored must be fire- 
proof and be provided with artificial ventilation to carry off any 
fumes. No smoking should be allowed near this storeroom, and no 
motors should be used in or near this room. 


*4 Howard A. Munson, ‘‘Pointers on the Care of Hospital Silverware,’ Hospital 
Management, July, 1936, p. 24. 
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I. X-RAY FILMS 
X-ray films are readily affected by X-rays, radium, light, heat, 
moisture, chemical fumes and gases, and also by abrasion and con- 
tact with the hands. They should, therefore, be stored as far from 
X-ray and radium emanation as possible and be handled as care- 
fully as possible. Unused film deteriorates rapidly with age and 
should not be stored long. Many hospitals enter into contracts for 
the purchase of film so as to be sure to have a continuous supply 
but no deterioration. This is one item particularly well adapted to 
contract purchase. 
J. FUELS 
Coal and other fuels are not the problems they used to be be- 
cause now it is possible in most places to buy them on contract 
and have them delivered in relatively small quantities so that 
there is not so much space required. It is found advisable often 
to have coal wetted down in order to settle the dust on occasions. 
Fuel-oil tanks should be outside the building. The size of the 
tanks and the supply to be kept on hand depend upon the delivery 
service but should preferably be not less than a one week’s supply. 


VARIABLES WHICH INFLUENCE STORAGE REQUIREMENTS 

There are two variables which strongly influence the storage 
requirements in any institution, but, with these in mind, anyone 
may attack his own problem from the point of view of the normal 
requirements and, by making the appropriate adjustments, deter- 
mine what is necessary in his institution. 

First, the nature of the hospital. Its size and type will deter- 
mine to a large extent its purchasing power and its needs. If it is 
small, a month’s supply of various items may be too small a 
quantity for economic purchase, and so a two, three, or six 
months’ supply may be desirable; but, if these larger quantities 
are to be bought, sufficient space must be available. The relative 
percentages of medical, surgical, obstetrical, and pediatric pa- 
tients and of acute or chronic patients taken care of will naturally 
affect the type and amount of supplies needed. The percentage 
of special diets prescribed affects the food supplies needed. The 
demand for supplies is likewise determined by the class of pa- 
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tients to be cared for and by the standards of service to be main- 
tained. 

The second variable is the policy adopted by the board with 
regard to the size of the inventory to be carried. This, it will be 
recalled, is decided mainly on the basis of geographic location and 
financial resources. 

The possibilities of supplementing the hospital’s own facilities 
by the use of other space in the vicinity will determine how much 
leeway is permissible in meeting the demands within one’s own 
building. Construction costs and potential income from other use 
of storage space should be kept in mind in making final decisions 
as to the allocation of space. 


SPACE REQUIREMENTS 


In an article written for the Modern Hospital Yearbook in 1925, 
Dr. Arthur C. Bachmeyer" estimated that the normal require- 
ments for storage space in hospitals were as shown in Table 1. 


TABLE 1 
NORMAL REQUIREMENTS FOR STORAGE SPACE IN HOSPITALS 








Squans Diwensions (in FEET) Squsns 


Bep CAPACITY FEET OF Feet 


SPACE Height Width PER BED 








40 or less.........] 1,024 14 32 25 
1,600 14 4° 20 
2,400 14 40 24 
3,000 14 50 20 
3,600 14 60 16 
6,400 14 80 21 




















Replies from questionnaires sent to some of the larger institutions 
(as tabulated in Table 2) tend to prove that 20-25 square feet per 
bed is the minimum requirement for the storage of supplies. But, 
when it is remembered that the universal complaint is of in- 
adequacy, it seems only logical to raise the figure to 30 square feet 
per bed. 


1s “‘Storage and Issuance Procedures,’ Modern Hospital Yearbook (1926), p. 116. 
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DIVISION OF STORAGE SPACE 


The division of storage space between the hospital units and 
the various storerooms will be chiefly determined by the policy 
decided upon with reference to centralization. Landt has sug- 
gested that the hospital might learn a great deal from the indus- 
trial field in the way of increasing efficiency through centralization 
in many of its functions, particularly the handling of supplies.” 
Much space can be saved by centralized services, such as the cen- 
tral supply-room already mentioned, and a food service which 


TABLE 2 
COMPARISON OF STORAGE SPACE IN SIX INSTITUTIONS 








Square Feet 
of Storage 
Space per Bed 


Bed Square Feet 


Institution . 
Capacity of Storage 





Strong Memorial Hospital 657 20, 500 31 
Wisconsin General Hospital 650 11,906 18 
University of Michigan 1,312 27,250 21 
Children’s Memorial 252 6,960 28 
Iowa State University 750 4,959 4 
Evanston Hospital 250 1,482 T 














* Iowa State University has an average of y ar peep wd 7 square feet of storage space per bed if 


one counts only space in the hospital, but their food and drugs are bought and stored for them by the 
central university purchasing department in other buildings. 


t The Evanston Hospital has only 6 square feet of storage space in its own buildings per patient 
bed. Necessity has made them utilize space in other buildings, just as one would utilize space in a ware- 
house, and it has worked out satisfactorily. 


includes all trays being actually prepared in the central kitchens 
and sent to the floors completely set up and ready to be given 
immediately to the patient. But where frequent or emergency is- 
sues are called for and where physical conditions make transpor- 
tation slow, it is almost necessary to divide supplies and allow 
small branch stores in various units, that is, to maintain branch 
linen or medical and surgical supply-rooms, for example, in each 
hospital in the group where several hospitals are operated together. 
If this can be avoided, however, it is advisable to do so. 

In allotting the space, one should have in mind all the varieties 


#6 Charlotte P. Landt, ‘“What Place Does Centralization Have in Hospital 
Management?” Bulletin of the American Hospital Association, April, 1932, p. 121. 
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of supplies as discussed above and should study the peculiarities 
of each so as to fit as accurately as possible their individual needs 
in the way of temperature and humidity, as well as light and 
ventilation. 

Cartmell and other authorities on the handling of supplies advo- 
cate the “‘double-space”’ theory, according to which the amount of 
space required to store the accepted minimum of each item of 
supplies is doubled when space is allocated to that item, so that 
there will always be room for storing the maximum in its proper 
location.*? 

In most places floor load is not a vital problem, but in Chicago 
and other locations where foundations do not rest on rock, it must 
be considered, and overloading avoided. Ordinances determine 
permissible floor loads, and architects observe these in their build- 
ing plans. The superintendent should see that he is informed as to 
what load was provided for in his building and should adjust 
storage loads and space accordingly. 

It is not always possible to provide adequate space for all 
stores. Sometimes only a few classes of supplies may be handled 
properly, and the rest have either to be stored in very incon- 
venient locations or bought only as used. The superintendent 
must make careful studies in such cases so as to use the space for 
supplies which will be the most profitable to carry. At the Francis 
E. Willard Hospital in Chicago it was impossible to centralize all 
stores and thus profit from the concentration of supplies, but it 
was decided that the greatest advantages came from the cen- 
tralization of surgical dressings and supplies, and so this was ar- 
ranged for. A large vault in the basement which had been used as 
a “catch-all” was cleaned out and renovated to make room for the 
central supply-room. The rate of consumption and the quantity 
discounts obtainable on this type of supply made it profitable to 
arrange for the space, and the other advantages arising from cen- 
tralization, such as the saving of time and labor and the better 
care of equipment, increased this profit. 


17 Madison Cartmell, Stores and Materials Control (New York: Ronald Press 
Co., 1922), p. 169. 
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LOCATION OF THE STOREROOMS WITH REFERENCE 
TO OTHER HOSPITAL UNITS 

The object to be attained in the arrangement of the various 
stores is to save time and labor by keeping the movement of ma- 
terials in one direction and as nearly as possible in a straight line. 
All goods should be delivered at one place. When that room is 
closed for the night or holidays, another place should be plainly 
indicated; usually the central information desk is designated. 
Otherwise goods will be left in the engineer’s office, nursing of- 
fice, or other handy location and may be overlooked for some 
days. 

The routing of all supplies should be in a direct line from the 
receiving-room to the storeroom and from there to the various 
hospital divisions without any doubling back or intercrossing of 
traffic lanes or retracing of any steps. Study indicates that the 
receiving-room should be located‘at the rear of the hospital on the 
ground level, with adequate dock space for the convenient un- 
loading of trucks, and with ramps, if necessary, so that goods may 
have ready ingress. It should be adjacent to adequate freight- 
elevator connections so that, when desirable, goods may be sent 
directly from the receiving-room to the proper hospital division 
without having to go into the storeroom. In a group of buildings 
such as is found in many hospitals, if the receiving-rooms and 
storerooms are located centrally, the receipt of goods will be 
easier, and delivery to the various units will be expedited. If pos- 
sible, this central unit should have ready access to a tunnel system 
which connects the many units and facilitates traffic, particularly 
in bad weather. It is easier to truck large, bulky goods only a 
short distance and then divide them into smaller units for dis- 
tribution to the points of ultimate consumption, and, therefore, 
the central storerooms should be near the receiving entrance. 

The location of supply-rooms in the hospital sections may save 
or waste valuable time and energy and merits careful considera- 
tion. Traffic studies have revealed the footsteps which might be 
saved if the situation were carefully analyzed and space allotted 
wisely. 
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THE ARRANGEMENT OF SPACE AND EQUIPMENT 


The receiving-room.—The entrance to this room should not be 
the central entrance for hospital employees, because the number 
of people admitted to the receiving-room at any time should al- 
ways be strictly limited. Unless the receiving-room is on the 
ground level, it must have an incline to its door. Grills, ornamen- 
tal if one pleases, on the doors and windows will help safeguard 
goods. Advisable is a light, dry room, twelve to fourteen feet high, 
if possible, and preferably square so as to allow for shelving to be 
easily arranged and yet leave room for the receiving and sorting 
of goods. The elimination of pipes and pillars will assist in free 
movement of goods. The storekeeper or receiving clerk should 
have a small section of the receiving-room for his own office. A 
small room partitioned and locked off at one corner of the receiv- 
ing-room will be useful for the temporary storage of valuables or 
explosives until they can be taken to their proper destination. 

The storage-rooms.—lf only one room is available for receiving, 
storing, and issuing, the space to be devoted primarily to each 
function should be at least delineated on the floor, but partitions 
are advisable. In the receiving section there should be just enough 
room to sort the goods before they are distributed. Storage space 
should, theoretically, be located between the receiving and de- 
livering areas. Ample space for packing and preparing material 
for delivery saves time and confusion because it eliminates the 
necessity of frequent deliveries of small orders and permits indi- 
vidual packages from various parts of the stores to be assembled 
and made up into larger packages for specially routed and sched- 
uled deliveries. 

If possible, at least one room should be provided for each func- 
tion. The largest space will be for storage. It will be found that, 
if several small rooms are used, it will be easier to keep them and 
their contents clean and tidy, but it is harder to safeguard them 
than if only one large room is used. 

As a basis for the layout of storage space, the determination of a 
standard rectangular storage unit such as will fit into a space four 
feet by three feet is recommended. Bins, platforms, and shelving 
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can then be selected to be combined in units which may be inter- 
changed whenever circumstances so dictate. Shelving against the 
side walls, with sections of shelvings or bins set back to back in 
rows down the center of the room so that each intercepting aisle 
serves two rows of shelves or bins is an economical use of space. 
Crosswise rows at right angles to the direction of general traffic, 
with the floor space along the wall used for storage instead of 
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Fic. 2.—The proper arrangement of the storeroom 


aisles, are advantageous because of (1) visibility and ease in lo- 
cating rows; (2) freedom of the main aisles for the passing of 
trucks, pushing the handling of goods into the side aisles; (3) a 
greater number of separate aisles for the handling of goods; (4) 
greater effectiveness of windows on the long side; and (5) better 
fire prevention.’* If the rows of shelving extend more than fifteen 
to twenty-five feet in length, an intercepting aisle should be made 
to relieve the traffic and allow quicker movement from section to 
section. Figure 2 shows the proper arrangement of the storeroom 
for efficiency. 


18 Management’s Handbook, ed. L. P. Alford (New York: Ronald Press Co., 
1924), P. 546. 


[To be continued] 








A CORRECTION’ 


N THE article “A Note on the Relationship between Sales and Ad- 
I vertising of Department Stores,” published in this Journal (Vol. 
XIII, No. 1 [January, 1940]), an error occurred in the calculation of 
the F-test for curvilinearity for stores in trading areas 4 and 5 (p. 13). 
Table 2 should be corrected as follows: 


TABLE 2 


F-TEST FOR CURVILINEARITY FOR STORES IN 
TRADING AREAS 4 AND 5 








Amount Degrees 
Function Source of Variation of of Variance 
Variation | Freedom 





V.=0.031801 —0.017645X Explained by ©.02295 I © .02295 
(origin at zero) straight line 
Increment due to 
additional con- 
stant 0.01856 I 0.01856 





Ve=—o. 241383+0.090473X | Total explained 
—o.010099X? by parabola 0.04151 2 ©.020755 
(origin at zero) 
Unexplained by 























parabola 2.84422 43 0.06615 
NE. os arco nen s naeenererca coma rer ae ae 2.88573 45 0.06657 
. 5 Per Cent Level of Significance 
F= o.0s8 = 0.280 m=1 and m=45; F=4.06 
0.06615 m:=1 and m=40; F=4.08 


The second and third conclusions (pp. 15 and 16) should be revised 
to read: In the data as handled, there was no definite tendency for 
maximum sales results to occur at any ratio of advertising expense to 
sales. 

Further thought leads us to believe that errors introduced by the 
method by which the original data were corrected make it impossible 
to detect curvilinearity even if it should exist. Consequently, any ap- 
plication of the F-test is unnecessary. 

G. H. Brown 
F. A. MANCINA 


t The writers thank Professor T. O. Yntema of the School of Business of the Uni- 
versity of Chicago for making the suggestions which led to the discovery of the error 
and the writing of this correction. 
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Accounting Concepts of Profi. By STEPHEN GILMAN. New York: 
Ronald Press Co., 1939. Pp. xv+635. $5.00. 


Rigid adherence to the premise that a business enterprise must be 
viewed apart from its owners, as a separate entity having only a charge 
and discharge relationship with the providers of capital, constitutes 
the fundamental premise of Mr. Gilman’s book. The financial unit 
regardless of form, constitutes an “accounting entity.”” The term “ac- 
counting entity” is applicable to any segment of an enterprise such as 
a branch, or department, or even an individual truck for which specific 
financial records are maintained. From the entity point of view the 
proprietary investors stand as creditors. The following quotation 
expresses the above premise: ‘‘Disregarding legal objections—and 
this is most important for proper understanding of the entity conven- 
tion—those who advance funds or the equivalent of funds to an ac- 
counting entity are its creditors and, in so far as double entry book- 
keeping is concerned, it is unimportant whether, as in the case of the 
lenders or vendors, they consider themselves as outsiders or, as in the 
case of proprietors, consider themselves as identified with the account- 
ing entity” (p. 26). 

Adherence to the entity convention is not mandatory; Mr. Gilman 
readily admits that some of the outstanding authorities in accounting 
have expressed decided opposition and have favored the proprietary 
view which regards the assets of the accounting unit as belonging to 
the proprietors, subject to the legal claims of outside creditors. 

Adoption of the entity viewpoint becomes practically mandatory, 
however, if the accounting structure is to be so designed as to place the 
minimum of reliance upon rules which are rendered weak through in- 
clusion of the phrase “left to the judgment of the management.” In 
Mr. Gilman’s opinion such adoption is necessary in order to cope with 
two additional fundamental conventions which cannot be dodged, 
namely: the valuation convention, which requires that nonhomo- 
geneous assets be summed in terms of money equivalents, and the ac- 
counting period convention, which requires that the life of the entity 
be broken up into relatively short periods for reporting purposes. 
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The valuation convention is the source of the most bewildering 
problems which the accountant is called upon to solve. He professes 
to be conservative, yet is condemned, on one hand, for the injurious 
results of undue pessimism and, on the other hand, for the almost in- 
evitable overstatement of profits which arises in periods subsequent to 
those in which the conservatism was exercised. In arriving at valua- 
tion figures, unless he adheres strictly to historical cost which often 
is itself an elusive concept, he attributes to himself the ability to fore- 
cast future events; he subjects his records to “the judgment of the 
management,” and thereby opens the way to much more serious abuses 
of power and injury to all concerned than might result in the applica- 
tion of the more or less recognized principles of cost and conservatism. 
Dollar valuations are, to Mr. Gilman, merely symbols representing the 
items in the charge-discharge relationship existing between the entity 
and the entire creditor group. 

Of scarcely less magnitude is the problem of complying with the 
accounting period convention. In the matching of costs with revenues, 
Mr. Gilman’s “‘ideal” solution involves the pairing of historical cost of 
identified cost units against specific units of revenue. Granting that 
such pairing is impossible in the typical case, he advocates average 
costs as the nearest practical approach to the ideal solution. Any 
deviation from this scheme, whether dictated by practical exigencies 
or otherwise, results in a “distortion of accounting profit.” 

Accounting profit is, therefore, a concept in itself, not dictated by 
economic theory but rather by the facts that periodic reports are 
demanded of accountants, that the reports must possess a high degree 
of comparability as among different enterprises, and that the human 
element must be minimized so far as the application of rules is con- 
cerned. 

It is difficult to criticize Mr. Gilman’s thesis. The assertion may be 
well founded that the “accounting profit” resulting from his logic is 
really not a significant figure at all. Foreseeing this objection, he 
quotes an assertion of Professor Canning as follows: “What is set out 
as a measure of net income can never be supposed to be a fact in any 
sense at all except that it is the figure that results when the accountant 
has finished applying the procedure which he adopts.”” The obvious 
conclusion is that accounting should consist of at least two quite dis- 
tinct phases—the first, recording; the second, interpretive reporting 
and analysis. Mr. Gilman expresses this view when he says: “Those 





208 THE JOURNAL OF BUSINESS 


who insist that the accounting facts should be separately reported and 
interpreted for specific classes of readers stand on firm ground.” 

Accounting Concepts of Profit shows evidence of time-consuming 
research and a thorough acquaintance with the most recent writings 
in the field of accounting. Though steadfastly in favor of the entity 
viewpoint, the author shows no hesitancy in reporting opposing 
opinions of other authorities. 

Regardless of the fact that the reader may find many minor points 
with which to disagree, and may even object to the entire thesis, Mr. 
Gilman should be highly commended for having written one of the 
most stimulating books in accounting literature. Every accountant 


should read it at least twice. 
RosBeErt L. Drxon, Jr. 


University of Chicago 


The Wheat Economy. By G. E. BritNett. Toronto: University of 

Toronto Press, 1939. Pp. xvi+2509. 

This work is part of an extended research project on regional stand- 
ards of living in Canada, carried out by the Canadian Institute of In- 
ternational Affairs in co-operation with the Institute of Pacific Rela- 
tions, under the editorial direction of Dr. H. A. Innis of the University 


of Toronto, who contributes a geopolitical preface in the Weberian vein. 
The painstaking author, who is professor of political science in the Uni- 
versity of Saskatchewan, has chosen a title which suggests a much 
broader scope than is revealed by the actual contents of the volume, 
which is limited to a factual description of the ‘wheat economy”’ of the 
province of Saskatchewan and to an inclusive analysis of the problems 
of relief, readjustment, and rehabilitation during the past decade. 
Probably no better example of conspicuous dependence on wheat 
can be found anywhere than in the prairie province of Saskatchewan, in 
which agriculture directly engages a larger proportion of the population 
(60 per cent) than in any other Canadian province and where wheat 
and coarse grains usually account for about go per cent of the cash 
income of its farmers. Here within the present century has been ex- 
perienced three decades of rapid settlement, expanding production, 
rising living standards, and advanced social legislation, based on spe- 
cialized production of wheat for an expanding world-market; this was 
followed by a decade in which abnormally depressed prices and re- 
stricted outlets were accompanied by recurring droughts of devastating 
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extent, involving staggering problems of relief for local, provincial, and 
federal governments, and reflected in grievously depressed levels of 
living and outward migration of families. 

The bulk of Professor Britnell’s volume consists of a geographical, 
economic, and social survey of Saskatchewan, presented with an almost 
overwhelming wealth of statistical data and documented records. 
While this factual gleaning from multitudinous sources affords a com- 
pact and convenient store of reference, probably the most instructive 
and constructive contribution of the study is to be found in the recital 
and appraisal of relief and rehabilitation measures engendered by the 
prolonged emergency, in which crop failures were even more locally 
disastrous than price failure. (Wheat yields in Saskatchewan between 
1929 and 1938 averaged little more than one-half of the 1920-28 
provincial average of 17.2 bushels.) 

The extent of the public relief burden is impressively indicated by 
the facts that in 1931, when the Saskatchewan Relief Commission was 
established, nearly one-half of the total rural population was in receipt 
of some form of government assistance, and that in 1937 (when drought 
devastation reduced the province’s average wheat yield to 2.7 bushels) 
two-thirds of the rural population was on the relief rolls and 290 of the 
302 rural municipalities were forced to seek assistance from the provin- 
cial government. Since the tax revenues of the province shrank rapidly 
with the collapse in wheat income and soon proved inadequate to meet 
the ordinary expenditures of government, despite drastic curtailments 
of educational grants and social services, practically all the funds to 
finance the $135,000,000 of rural relief expenditures in the seven years 
1931-38 came from the federal treasury. Despite this federal aid the 
public debt of the province was trebled between 1929 and 1938. 

Whereas in the United States recent agricultural policy has been 
mainly directed to raising farm cash income through such federally 
initiated and administered devices as contractual benefit and parity 
payments, nonrecourse commodity loans above market values, and 
surplus removal operations, farm relief measures in Canada have for 
the most part been shaped and administered by provincial govern- 
ments, with an increasing degree of federal financial aid. In Canada, 
moreover, there has been a disposition to adhere to the principle of 
assistance and adjustment on an individual basis, rather than to pursue 
national commodity programs (apart from federal wheat-marketing 
operations to which the author gives only incidental attention). In 
other words, Canadian action has corresponded to the selective activi- 
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ties of the Rural Resettlement Administration and the Farm Security 
Administration, rather than to the blanket operations of the A.A.A. in 
this country. 

In Saskatchewan the province was zoned on the basis of crop-failure 
records, and the extent of debt and tax relief and public assistance, as 
well as of federal financial contribution, was graduated accordingly. 
In those areas where drought had been most recurrent and which soil 
surveys revealed to be least adapted for grain growing, relief in the 
form of subsistence, seed, and feed was largely replaced by government 
assistance in transporting settlers’ effects and livestock and by loans 
for resettlement purposes in the northern park or wooded country. 
While such migration (in which some nine thousand families are esti- 
mated to have participated) may prove beneficial in individual cases, 
the author shows that it has tended to increase the present burden of 
public assistance, since not only must the impoverished northern set- 
tlers be “grubstaked” and equipped while clearing and breaking the 
wooded lands and developing a more diversified agriculture, but new 
roads, schools, and medical services must also be provided at public 
expense. 

Expressing the belief that ‘the most substantial adjustments of the 
immediate future will probably take place within the wheat-growing 
area itself and will not involve any major shift in population to other 
parts of the Prairie Provinces or the Dominion,” the author reviews in 
his final chapter the various efforts being made to reduce the hazards 
of farming in the dry prairie areas—such as ploughless summer fallow- 
ing, strip farming, water-conservation measures, community pasturing, 
and return of soil-drifted areas to range use. Crop insurance is not re- 
garded as feasible without heavy financial support from the federal 
government during the initial period of building up a reserve fund, 
which might coincide with a favorable sequence of crop years. 

Since Professor Britnell’s book was written, the bumper Canadian 
wheat crop of 1939 and improved prices under war conditions are being 
reflected in higher income and lower relief outlays in the Prairie 
Provinces. This upturn does not alter, however, the validity of the 
author’s concluding observation: 

Continued dependence on wheat, combined with the limitations imposed 
by geography and climate on any attempts to achieve a larger measure of 
self-sufficiency in farm family living over most of the area, indicates that the 
economy will continue to be subject to market fluctuations in standards of 
living. 
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Although the factual detail in this book may weary some readers, 
Professor Britnell’s work constitutes a highly instructive, if somewhat 
distressing, case study of the risks of pioneering regional specialization 
under a conjuncture of adverse international economic and political 
conditions aggravated by Nature’s withholding. At the same time it 
presents an impressive record of pragmatic adaptation and co-opera- 
tive public assistance in a prolonged emergency, and the treatment well 
carries out the author’s declared attempt to “indicate both the limits 
of individual initiative and the possibilities of constructive govern- 
mental action.”’ Discerning American readers will find in it a sugges- 
tive basis of comparison with contemporary farm relief measures in the 
United States. 

HaRALD S. PATTON 
Michigan State College 


Business and the Public Library: Steps in Successful Cooperation. 
Edited by Martan C. MANLEy for the Public Business Librarians 
Group of the Special Libraries Association. New York: Special 
Libraries Association, 1940. Pp. 83. $2.00. 

This manual on business work in public libraries should prove of 
particular value not only to librarians of business branches of public 
libraries but to all special librarians in business and related fields. 
Edited by Marian C. Manley, Business Branch of the Newark Public 
Library, the book contains contributions by a number of business- 
branch librarians, covering the historical aspects of public business 
libraries, administration, acquisition, cataloging and classifying, spe- 
cial indexing, the book collection, directory use, business periodicals, 
services, public relations, and bibliographical references. 

The book traces the development of public library service to business 
and shows the various ways in which this service helps business and, 
by helping business, helps to pay for its own upkeep. 

Particular stress is laid on the importance of selection. A satisfac- 
tory collection should include services, books, periodicals, directories, 
pamphlets, maps, public documents, yearbooks, state manuals and 
yearbooks, and house organs issued by business firms, industries, cham- 
bers of commerce, etc. Selection should be based on the needs of the 
locality involved, the amount of the annual budget, and the presence 
of other libraries in the vicinity. 

Cataloging and classifying of materials, the author contends, should 
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be carried out with the idea of expediting the use of all publications. 
Indexes to books and periodical literature should be available. Special 
indexes should be prepared only to supplement existing printed in- 
dexes. 

The appendixes in the book should be of great value to all business 
librarians. They include: historical data on illustrative business de- 
partments; business services in public libraries; new book and pamphlet 
information sources; notes and lists for use in organizing a business 
department, including guides to special business literature, periodicals, 


and directories. 
Marion H. PIEetTscH 


University of Chicago 





